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MONETARY GROWTH AS A CYCLICAL PREDICTOR 


BERYL W. SPRINKEL 
Harris Trust and Savings Bank, Chicago 


I. INTRODUCTION 


Economists have long observed that changes in total spending 
affect business activity, i.e., when spending declines, business 
activity sags, and when spending rises, there is an upward trend in 
activity. This observed relation is the rationale underlying most 
business forecasts. The analyst attempts to estimate spending pros- 
pects for the various segments of the economy and then sums these 
estimates, in order to determine both the direction and the magni- 
tude of future business changes. Typically, total spending is seg- 
mented into three major components: consumption, investment, and 
government spending. In recent years, better survey information in 
both the consumer and the investment areas has improved the an- 
swers derived from the conventional forecasting approach. Yet, it is 
still difficult to determine “turning points” in business activity by 
this method, since even small mistakes in each component can result 
in an error as to the future direction of business activity. The careful 
analyst must be constantly on guard because the peak in business 
sentiment often coincides with the peak in business activity and the 
low in business sentiment frequently coincides with the trough of 
activity. 

Dissatisfaction with sole reliance on spending models as a tool for 
forecasting future business activity has led some analysts to rely on 
another and perhaps older approach as well. The supplementary 
approach is based on the simple idea of attempting to find sensitive 
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indicators which give a “signal” prior to significant changes in the 
direction of the business trend. To the extent that such signals pro- 
vide a consistent and hence reliable indication of the future trend in 
business activity, this approach can be quite useful as an aid to de- 
veloping a spending model. For example, if such indicators suggest 
that a recession is in the making, the analyst would ask what areas 
of total spending are most likely to decline. 

In searching for reliable indicators, it is desirable to establish 
characteristics of an ideal statistical indicator of revivals and reces- 
sions. The National Bureau of Economic Research has provided a 
useful list of criteria; (1) the indicator should have a record of 
perhaps a half-century or longer, thus showing its relation to business 
cycles under many different conditions; (2) the indicator should lead 
the month of revival by an invariable interval, and the same should 
be true for recessions; (3) the indicator should have no erratic move- 
ments which serve to mislead the analyst but should have a smooth 
movement from peak to trough to peak; (4) cyclical movements of 
the indicator should be pronounced, so that they can be readily 
recognized, and should give an indication of the relative amplitude 
of impending business changes; (5) the indicator should be so re- 
lated to general business activity that it establishes as muck. confi- 
dence as possible that its future behavior in regard to business cycles 
will be like its past behavior. 

It must be recognized, of course, that in the real world we can 
never hope to find an ideal indicator, but, to the extent that the real- 
world indicators vary from the above criteria, they will be of lesser 
value to the forecaster. At least two sets of indicators have been 
developed in recent years which conform fairly well to these criteria. 
One of the first successful indicator techniques, usually referred to 
as the “leading indicator”* approach, was developed by economists 
of the National Bureau of Economic Research. Another technique, 
with which this paper is concerned, is an outgrowth of a long-lived 
theory of economics and is based partly on data compiled by Profes- 
sor Milton Friedman of the University of Chicago and Mrs. Anna 
Schwartz of the National Bureau of Economic Research. This tech- 
nique will be referred to as the “leading monetary indicator” ap- 
proach. Although the subsequent analysis has implications for mon- 
etary policy, this paper will deal only with the forecasting problem. 

1. Geoffrey H. Moore, Statistical Indicators of Cyclical Revivals and Recessions (Occa- 


sional Paper No. 31 [New York: National Bureau of Economic Research, Inc., 1950]), 
p. 20. 


2. Ibid., pp. 31-91. 
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It should be pointed out that these two indicator techniques may be 
used jointly as well as in combination with the spending model ap- 
proach. Each approach may be used as an independent check upon 
the answers derived from the other methods. 

The hypothesis underlying the leading monetary indicator ap- 
proach to forecasting business fluctuations is that changes in the rate 
of monetary growth affect the business cycle in a predictable manner, 
i.e., changes in the rate of monetary growth are positively correlated 
with subsequent cyclical changes. For at least a hundred and fifty 
years economists have contended that the amount of money in an 
economic system is an important determinant of prices. Since many 
prices, including wages, are inflexible downward in the short run, it 
appears plausible that monetary changes may affect short-run em- 
ployment and production trends. Intuitively, it is not difficult to 
believe that change in the rate of monetary growth is an important 
determinant of short-run cyclical fluctuations, since nearly all busi- 
ness transactions in a free-enterprise economy are carried on with 
money. 

Many have argued that changes in the stock of money occur in 
response to business conditions and consequently that monetary 
change cannot be a causal factor affecting the business cycle. Others 
contend that, even though the Federal Reserve can initiate changes 
in the stock of money, offsetting changes in velocity will nullify any 
effect upon total spending which changes in the stock of money might 
have. The following analysis suggests that both contentions are un- 
tenable and that the relation between changes in the monetary 
growth rate and the business cycle is sufficiently stable to make 
possible useful cyclical predictions based upon changes in the 
monetary growth variable. 


II. Cycticat EvipENCE AND CONCLUSIONS 


In the post-World War II period, at least two authors have vig- 
orously contended that the rate of monetary growth influences cy- 
clical changes in business activity—Mr. Clark Warburton*® and 
Professor Milton Friedman.* Until recently, seasonally adjusted 
monthly data on the money stock extending back into the distant 
past were not available. As a result of research by Professor Fried- 


3. Clark Warburton, “The Misplaced Emphasis in Contemporary Business Fluctu- 
ation Theory,” Journal of Business, XIX (1946), 199-220. 

4. Milton Friedman, “The Supply of Money and Changes in Prices and Output,” The 
Relationship of Prices to Economic Stability and Growth: Compendium of Papers Sub- 
mitted to Joint Economic Committee (Washington, D.C.: Government Printing Office, 
March 31, 1958), pp. 241-56. 
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man and Mrs. Anna Schwartz, such data are now available, although 
they have not yet appeared in published form. Chart I displays 
changes in the rate of monetary growth (measured as the percentage 
change in the past year) from 1909 and a GNP velocity of money. 
Unfortunately, the velocity series is available only on an annual basis 
prior to 1939 and is available quarterly since that time. The time 
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periods from peaks to troughs of business cycles (National Bureau of 
Economic Research datings are used) are shaded. 

Rates of change have been plotted for two definitions of the money 
stock for most of the period; the narrow definition includes only 
demand deposits adjusted plus currency, while the broader definition 
also includes time deposits of banks. There appears to be little varia- 
tion in timing of turning points for the two series (see n. 9). 

Table 1 relates business-cycle turning points since 1919 to turning 
points in the rate of monetary growth (narrow definition) as meas- 
ured by three methods: (1) Series I computed as the per cent change 
from preceding month; (2) Series II computed as a six-month mov- 
ing average of the per cent change from the preceding month plotted 
on the sixth month; and (3) Series III computed as the per cent 
change from year-ago data.° 

The evidence displayed in Chart I and Table 1 accords fairly well 
with the criteria for a good leading indicator established by the Na- 
tional Bureau of Economic Research. There is a long period of evi- 
dence; the series lead both recessions and recoveries, although not 
by an invariable interval, there are few erratic movements (Series 
II and III); cyclical movements are pronounced; and the indicator 
instils confidence, as it is consistent with a well-known and long- 
lived economic theory. The four important conclusions that can be 
derived from these data follow. 

1. All business declines since 1909 were preceded by 2 reduction 
in the rate of monetary growth. As indicated in Table 1, which pre- 
sents data covering the last forty years, the average lead for Series I, 
excluding the 1945 and 1949 downturns,® has been 18.1 months, the 
average lead for Series II has been 19.9 months, and the average lead 
for Series III has been 14.6 months. Series II has displayed the least 
variation in length of lead time. Since the mid-1920’s, the lead of 
Series II prior to business downturns has varied from 20 to 29 
months. 

5. Ideally, it would be desirable to compute a rate-of-change series which is both 
smooth and sensitive to recent changes in monetary growth. Series I is sensitive but fre- 
quently erratic. Series III is smooth, as indicated in the chart, but it is relatively insensi- 
tive to recent changes. Series II is a compromise series which removes most short-run 


erratic movements but retains fair sensitivity to average recent developments, For those 
reasons, it is probably the best series for present purposes. 

6. Although 1945 is designated by the National Bureau of Economic Research as a 
period of cyclical downturn, this cycle was omitted in the above computations because 
of the nature of the adjustment, which involved primarily a reallocation of resources 
from production of war goods to the production of civilian goods. The rate of monetary 
growth declined throughout the early postwar period as well as the later years of the 
war, and it was not until 1949 that a recession developed. Excessive war-created liquid- 
ity prevented the usual relationship between a declining monetary growth rate and the 
business cycle from becoming evident during this period, 
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2. Recoveries since 1909 were consistently preceded by a rise in 
the rate of monetary growth, with the exception that the slow-moving 
Series III lagged behind the 1921 business upturn by 2 months. As 
indicated in Table 1, the average lead for Series I has been 10.6 
months, the average lead for Series II has been 8.6 months, and for 
Series III the average lead has been 5.4 months. The longest lead 
for Series II occurred during 1948 and 1949. Although the lowest 
rate of growth for this series was recorded in June, 1948—16 months 
prior to the upturn—a persistent uptrend in the rate of monetary 
growth did not develop until late in the recession. 

For each series, the average lag between a change in the monetary 
growth rate and the subsequent business change is less prior to re- 
covery than it is before the recession phase of the business cycle. 

3. Typically, the income velocity of money tends to rise for a 
relatively short period as the rate of monetary growth declines and 
tends to decline for a shorter period when monetary growth rises. 
Indeed, changes in the trend of velocity appear to be approximately 
coincident with the peaks and troughs of business cycles. This is well 
known as a result of earlier research.’ It appears, therefore, that 
those who contend that countercyclical changes in the money supply 
are not indefinitely offset by changes in velocity are correct. On 
the other hand, it is quite clear that there is a tendency during busi- 
ness revivals for velocity to rise in the short run as monetary growth 
is reduced, thereby softening and delaying the impact of changing 
monetary growth. Conversely, during a recession, as monetary 
growth begins to rise, velocity continues downward until the trough 
of the business cycle is reached, again delaying the impact of chang- 
ing monetary growth for a brief period. 

This observation does not mean that changes in monetary growth 
are useless as a predictive tool, but rather that offsetting changes in 
velocity merely insert some “slippage” into the system. Indeed, from 
a predictive standpoint this is fortunate. The slippage allows time 
for a lead to be established and therefore makes possible a prediction 
based partly on a changing monetary growth rate. If business down- 
turns and upturns coincided with changes in monetary growth, it 
would, of course, be impossible to use that relationship to predict 
changes in the business trend unless we could predict changes in the 
rate of monetary growth. 

7. Richard T. Selden, “Monetary Velocity in the United States,” in Milton Friedman 


(ed.), Studies in the Quantity Theory of Money (Chicago: University of Chicago Press, 
1956), pp. 192-95. 
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Even though it is quite clear that velocity changes do not indefi- 
nitely offset changes in monetary growth, there remains an interest- 
ing question as to why such offsets occur in the short run. It appears 
probable that the short-run offset is related to changes in the liquid- 
ity of business and consumers. For example, in the early phase of a 
declining monetary growth period, liquidity is sufficiently high to 
allow spenders to economize on cash and thereby turn the existing 
money supply over more frequently. As liquidity is further reduced 
by further declines in monetary growth, eventually additional econ- 
omizing of cash becomes impossible. When this condition is reached, 
a change in total spending occurs. The converse appears to be true 
when monetary growth begins to increase as a recession deepens. 

Interest rates probably play a part in encouraging cash econo- 
mizing as the monetary growth rate declines. Such periods are likely 
to be characterized by high and rising interest rates. Hence it is 
more costly to maintain idle funds, and business is encouraged to 
economize on cash. Conversely, lower rates during a recession mean 
that it is less costly to maintain idle cash, and hence an increase in 
the stock of money may not in the very short run lead to additional 
spending. Fortunately, from our point of view, it is not necessary to 
understand this relation completely, since we have a long record 
which demonstrates that velocity does not for a long period offset 
changes in growth of the stock of money. 

4. The evidence indicates that the intensity of the changes in the 
rate of monetary growth is positively correlated with the intensity 
of subsequent changes in the economy. The most severe recessions or 
depressions which have been recorded since 1909 occurred in 1920- 
21, 1929-33, and 1937-38. Also, the most severe monetary contrac- 
tions occurred immediately prior to and during those periods. In 
early post-World War II years, the rate of monetary growth dropped 
substantially, but the abundance of liquidity prevented a contrac- 
tion in business. The early post-World War II period represents an 
exception to the conclusions that business declines shortly follow pe- 
riods of decline in monetary growth and that large business declines 
follow large declines in monetary growth. Even though this disparity 
is readily explained in terms of the economy’s expansion in response 
to the enormous monetary increases during World War II, this ex- 
ception makes it clear that a mechanical application of the leading 
monetary indicator technique is not always justified. Variations in 
the rate of monetary growth since 1951, when a flexible monetary 
policy was adopted, have been quite modest in contrast to earlier 
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periods. It is probably not accidental that the economic contractions 
during that period have also been relatively mild. Finally, the most 
rapid growth in the money stock following contractions occurred 
after the 1920-21, 1929-33, and 1937-38 downturns. It is significant 
that the rates of recovery following those contractions were among 
the most rapid. 

The above data and interpretation demonstrate that the cyclical 
monetary evidence is consistent with the hypothesis that monetary 
changes influence cyclical fluctuations. In other words, one would 
expect, for theoretical reasons, that changes in monetary growth 
would exert important influences upon the trend of the economy, 
and the data presented are consistent with the hypothesis that mone- 
tary changes are causal. More important from our present point of 
view, changes in the rate of monetary growth have a sufficiently con- 
sistent leading relation (not lagging, as some contend) to changes in 
the business trend to make it a useful supplementary predictive tool. 
This conclusion appears to be warranted, even though one is not 
convinced of the causal relationship. 


III. DETERMINANTS OF THE RATE OF MONETARY GROWTH 


But what determines the rate of monetary growth? To the extent 
that a change in the monetary growth trend can be predicted prior 
to its actual happening, an even longer time lead can be established 
prior to a change in the short-run business trend. The quantity the- 
ory of money assumes that the stock of money is an independent var- 
iable so far as velocity, prices, and output are concerned, even though 
it is recognized that the stock of money can be controlled by the 
monetary authority. Certainly the simple and largely correct obser- 
vation is that monetary policy determines the growth rate of the 
stock of money. Assuming this to be true for the moment, this im- 
plies that we can conclude that changes from a “tight” to an “easy” 
monetary policy, which increase bank reserves available for loaning 
or investing, will promote monetary growth. The reverse will depress 
growth in the money supply. Again, however, there are some lags 
that must be understood.® For example, most observers concede that 
the Federal Reserve shifted from a tight- to an easy-money policy 
at about midyear 1953. Yet growth in the stock of money continued 
to decline until November, 1953, as measured by Series I and II, 
and April, 1954, for Series III. Also it is conceded that the Federal 

8. To some extent the lags under consideration are a statistical illusion resulting from 


the methods used in measuring monetary growth. As indicated later, this does not appear 
to be the complete explanation. 
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Reserve began to shift toward a tighter monetary policy in the last 
quarter of 1954; yet growth in the stock of money continued to rise 
until February, 1955, as measured by Series II, and April, 1955, as 
measured by Series III. The peak in Series I occurred in July, 1954. 
In November, 1957, the Federal Reserve shifted to an easier money 
policy, but monetary growth did not begin rising until after January, 
1958, as measured by Series II and III. Series I, however, troughed 
in August, 1957. 

Why the slippage between the provision of additional reserves 
and a subsequent rise in the money stock, and also why the slippage 
between a reduction in reserves and an eventual contraction in the 
money stock? It appears probable that this slippage arises because 
of institutional and market factors: namely, the existence of a dis- 
count mechanism whereby banks can, at their own initiative, borrow 
additional reserve funds or pay off debts to the Federal Reserve, and 
the ability of banks independently to vary the volume of excess re- 
serves. During a business expansion interest rates tend to rise as the 
demands for credit by priyate borrowers increase. Under such con- 
ditions the Federal Reserve, when operating under a flexible mone- 
tary policy, restricts the volume of reserve funds. Banks tend to be 
heavily in debt to the Federal Reserve. Since banks are in business 
for profit, they are inclined to concentrate their borrowing from the 
Federal Reserve at a time when it is advantageous from a profit 
point of view to do so. Also, excess reserves tend to be low in such 
periods, since banks tend to keep their funds fully invested when it 
is costly in terms of foregone returns to maintain a high level of ex- 
cess reserves from which they receive no return. Yet, even in such 
periods, excess reserves for the entire banking system do not decline 
to zero because it is uneconomical for small banks to devote the 
necessary time (expense) to remain fully invested. As monetary 
policy is eased, presumably when the economy begins a descent into 
a recession, the Federal Reserve provides additional reserves, and at 
the same time the demand for money declines, and interest rates 
drop. The typical reaction of banks is, first, to pay off their debt to 
the Federal Reserve in an attempt to restore the liquidity that was 
reduced during the boom phase. Also, since the demand for money 
and interest rates are declining, it becomes less profitable to borrow 
from the Federal Reserve. 

Further, there is a tendency in the banking system to allow excess 
reserves to rise as a result of the reduced profitability of investing 
marginal funds. These adjustments mean that, even though the 
Federal Reserve may be providing additional funds to the banking 
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system, the actual “effective reserves,” i.e., reserve funds actually 


utilized by the banking system, may be growing less rapidly or even 
declining. Hence we find the anomalous situation wherein an in- 
crease in the amount of reserve funds provided directly by the 
Federal Reserve System does not lead to an immediate increase in 
total bank assets and hence the money stock. Depending upon how 
vigorously the Federal Reserve pursues its easy-money policy, there 
will be a time lag prior to an increase in the stock of money. Even- 
tually, the liquidity needs of the banking system will be met, bor- 
rowing from the Federal Reserve will approach zero, and excess 
reserves will be sufficiently high that additional funds will be either 
loaned or invested. Since a period of declining business activity will 
be characterized by a declining loan trend, investments must rise 
more rapidly than loans are declining before the total money stock 
increases. 

Chart II indicates that in early 1953 borrowings from the Federal 
Reserve were in excess of $1 billion. As the Federal Reserve pro- 
vided additional funds and the money market eased, borrowings 
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dropped sharply to an eventual $100 million. At the same time, ex- 
cess reserves rose moderately. As indicated previously, it was not 
until late 1953 or early 1954 that the rate of growth in the stock of 
money turned up. Also, as monetary policy tightened in late 1954, 
excess reserves declined, and borrowings rose, thereby making it 
possible for the banking system to continue expanding the stock of 
money at a rising pace until early 1955 (as defined by Series II and 
III). Putting the argument somewhat differently, free reserves (ex- 
cess reserves minus borrowings) rose to a figure near $500 million 
before the rate of rise in the money stock turned up, and they con- 
tracted to nearly zero before the upward trend in monetary growth 
was reversed. 

During the beginning phase of the most recent recession, borrow- 
ings from the Federal Reserve totaled about $1 billion, and excess 
reserves were approximately $500 million, thereby placing free re- 
serves at approximately minus $500 million. As the recession began 
and the money market eased, borrowings were reduced sharply to a 
level slightly in excess of $100 million, and excess reserves increased 
to approximately $700 million. During the first 6 months of the 
recent recession, the monetary growth trend continued downward 
(as defined by Series II and III), but, once free reserves reached the 
range of $300-$500 million, the growth rate in the money stock 
turned up. The data, therefore, appear to be consistent with the 
argument that early changes in the supply of reserves made avail- 
able by the Federal Reserve in either the beginning recession or the 
beginning recovery phase of a business cycle will be temporarily off- 
set by action taken by the banking system, and hence there will be 
no immediate effect upon monetary growth. To the extent that the 
Federal Reserve changes reserve availability by large amounts in 
the beginning phase of a policy change, the time required for effect- 
ing a change in the money stock will be reduced. So long as the 
Federal Reserve limits early changes to modest amounts, which 
appears to be the present policy, a considerable slippage will remain. 

The statement that the Federal Reserve can determine the rate of 
growth of the stock of money appears to be approximately correct; 
it should be recognized, however, that during the beginning phase 
of a policy change some slippage is introduced as a result of the 
reaction of the private banking system. Some analysts have argued 
that the Federal Reserve alone cannot increase the stock of money, 
since the final step can be acconiplished only if the banking system 
utilizes the reserves made available. Even though this statement is 
technically correct, it must be recognized that the profit incentive 
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provides considerable assurance that additional reserve funds will be 
utilized and that eventually an easier-money policy by the Federal 
Reserve will increase the stock of money. The mere fact that some 
slippage is introduced, for the reasons stated above, does not invali- 
date the general statement that the Federal Reserve can determine 
the rate of growth of the stock of money. It would therefore appear 
that we can, to a considerable extent, predict subsequent changes in 
the money stock based upon current Federal Reserve policy, since 
the facts relating to Federal Reserve policy are made available week- 
ly. This means that an even longer lead exists between a change in 
Federal Reserve operations and an eventual change in the business 
trend than between a change in the direction of the monetary-growth 
trend and a cyclical economic change. 


IV. SUMMARY 


The leading monetary indicator approach to forecasting changes 
in the business trend promises to be a valuable addition to the kit of 
tools available to the economic forecaster. In assessing the value of 
this tool, results should be compared not only with perfection but 
also with the alternatives available. Clearly, this technique does not 
eliminate all doubt about future business trends, but it does tend to 
reduce the range of uncertainty. For example, in 1957, one would 
have expected a recession to be imminent in the face of a significant 
and persistent decline in monetary growth.°® 

In February, 1958, three months after monetary policy was eased, 
monetary growth rose sharply. In view of the relatively short his- 
torical lag between such developments and a business upturn, busi- 
ness improvement appeared likely in coming months. Nonetheless, 
the May upturn (National Bureau of Economic Research dating) 
came a few months sooner than suggested by the historical pattern. 

The spending model forecasting technique provides a helpful ana- 


9. As noted in the long-term chart on monetary growth, the broad series on the money 
stock, which includes time deposits, started rising in early 1957, while the narrow series 
continued stable to down. In the past the two series always trended in the same direction. 
The 1957 divergence was due to a Federal Reserve change in the maximum rate that 
commercial banks were allowed to pay for time deposits. On January 1, 1957, the maxi- 
mum rate was increased from 24 to 3 per cent, and many banks promptly raised their 
rate. Banks doing so gained time deposits. The time-deposit gain represented merely a 
shift in liquid assets from United States savings bonds, savings and loan association 
shares, and probably to some extent from checking deposits. Since no net gain in liquidity 
was occurring, it became clear in early 1957 that the rise in the broader money stock 
series should be ignored. The 1957 experience again underscores the point that changes 
in the monetary series cannot be interpreted mechanically. Monetary changes must be 
interpreted in the light of other economic developments. 
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lytical framework for analyzing future spending trends, and the 
above leading monetary indicator approach should prove to be a 
useful supplement. There is some reason for having confidence in 
the leading monetary indicator approach, since it is grounded in a 
well-tested economic theory. It is important to bear in mind that the 
final test of this and other forecasting techniques must be “Does it 
work?” The leading monetary indicator technique appears to fare 
reasonably well on that score. 
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THE MISCONCEIVED PROBLEM OF INTER- 
NATIONAL LIQUIDITY 


LELAND B. YEAGER 
University of Virginia 


I. DEFICITS AND RESERVES 


INTERNATIONAL monetary specialists have long warned countries 
against disturbing the international economy by devaluing their cur- 
rencies or imposing controls to cope with merely temporary balance- 
of-payments deficits. Instead, countries should “ride out” deficits 
until they disappear, meanwhile drawing on previously accumulated 
reserves of gold and foreign exchange. To forestall speculation based 
on fears of devaluation, the reserves should be more than ample.’ 
This idea was embodied in the International Monetary Fund, the 
European Payments Union, and the European Fund, all designed to 
supplement national reserves with international drawing rights. 
Nowadays, worries about a shortage of international liquidity are 
commonly documented with statistics showing that total gold and 
foreign-exchange reserves have grown less than in proportion to 
world trade since some earlier period. Suggestions abound for rem- 
edying this shortage by raising the price of gold, by increasing the 
resources of the International Monetary Fund, or by other meas- 
ures.” The present paper is concerned neither with whether the sup- 


1. Cf., e.g., Ragnar Nurkse, International Currency Experience (New York: League 
of Nations, 1944), esp. chap. ix. “Fundamental” balance-of-payments disequilibria, sup- 
posedly distinguishable even without benefit of hindsight from random or temporary 
ones, were to be dealt with more actively. 

The dominant point of view on exchange-rate policy is not universal, however. The 
dissenting opinions of Lloyd Mints, Milton Friedman, and J. E. Meade, for instance, are 
well known. 

2. See, e.g., “The Gold Price,” Financial Times (London), February 18, 1958, p. 6, 
summarized in Board of Governors of the Federal Reserve System, Weekly Review of 
Periodicals, March 14, 1958, pp. 1-3; “The ‘International Liquidity’ Question Today,” 
First National City Bank of New York, Monthly Letter, September, 1958, pp. 101-5; 
“International Currency Proposals,” First National City Bank of New York, Monthly 
Letter, November, 1958, pp. 128-31; W. M. Scammell, International Monetary Policy 
(London: Macmillan & Co., Ltd., 1957), pp. 352-55; and, most notably, International 
Monetary Fund, International Reserves and Liquidity (Washington, 1958). Also see press 
reports on the IMF-IBRD meetings in New Delhi, October, 1958. Legislation is now 
pending in various member countries to implement the intended increase in the resources 
of the Fund. 

Current discussions of international liquidity have an obvious, though loose, relation 
to the vast literature of “dollar shortage.” More specifically, the former problem con- 
cerns inadequate resources for riding out random or temporary balance-of-payments 
fluctuations; the latter concerns supposed chronic or recurrent tendencies toward deficits 
in the balances of payments of non-dollar countries. 
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posed shortage has actually become worse now than in the past nor 
with prognosis. Instead, it takes the problem for granted for the sake 
of argument and explores its nature and the probable consequences 
of proposed remedies. The main theme is that the liquidity shortage 
is not a separate and distinct problem in itself; it is simply an aspect 
of national and international monetary arrangements that might best 
be discussed by using the familiar concepts appropriate to them. 
Not to see this and to meet the supposed problem by ad hoc creation 
of additional liquidity is likely to be self-defeating. While this paper 
has an obvious bearing on the choice among exchange-rate systems, 
it is confined to certain specific points and does not pretend to sur- 
vey and settle the whole broad issue. 

The idea of a shortage of international liquidity is challenging be- 
cause, at least superficially, it appears to carry over into the interna- 
tional arena the kind of man-in-the-street greenbackism that con- 
fuses poverty of resources with a shortage of money. An analogy 
comes to mind between a country short of reserves and an individual 
family short of cash. The family supposedly has its income and ex- 
penditures in balance over the long run but occasionally falls into a 
crisis when expenditures bunch temporarily and receipts are tempo- 
rarily sparse. Its cash balance threatens to run out, cautious mer- 
chants withhold new credit, and old creditors press for repayment. 
How much simpler life would be if only the family had a larger cash 
balance! The additional cash would not be meant to finance | -avier 
spending over the long run (for the assumption rules out any long- 
run income-expenditure problem) but simply to cope with temporary 
gaps soon to be reversed. 

Crises avoidable by holding a larger long-run-average cash bal- 
ance suggest that the family has not been allocating its income oi 
wealth so as to equate the marginal utilities in various uses. Presum- 
ably, the family “should” somewhat curtail its consumption ex- 
penditures (or work harder) for a while in order to build up its cash 
balance. If the family’s need for every last dollar’s worth of food 
and clothing is just as dire as its need for additions to its cash bal- 
ance, then its problem is poverty in general and not a scarcity of 
liquidity in particular. 

Just as a family could increase its cash balance except in really 
dire poverty, so a country® could replenish its reserves of gold and 
foreign exchange: it could expand its exports or cut its imports or 


3. One of the chief ambiguities in the discussion concerns the point of view from which 
liquidity is scarce. Who is “the country”: individual persons and firms, or certain au- 
thorities? And is there any sense in speaking of a shortage of liquidity from the stand- 
point not merely of particular groups of authorities but also of the world as a whole? 
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both. If the national authorities wanted to build up their reserves, 
they could achieve the necessary balance-of-payments surplus by 
devaluing the home currency (or by the more clumsy and painful 
process of domestic deflation). If no authority concerned itself with 
gold and foreign exchange and if private persons and firms and deal- 
ers such as banks found their holdings inadequate, they would bid 
for additional amounts, thus depressing the home currency on the 
exchange market, stimulating exports relative to imports, and mak- 
ing available the quantity of foreign exchange desired at the new 
level of exchange rates. Conceivably, demand elasticities in interna- 
tional trade might be so low that the balance of payments would re- 
act perversely to official devaluation or unofficial depreciation of the 
currency. If this extremely improbable‘ situation did prevail, it 
would obscure the real difficulty to talk about a liquidity shortage 
instead. Similarly, if the country cannot “afford” to build up its in- 
ternational reserves and cannot make its own way at free-market 
prices becuse its terms of trade would worsen prohibitively or be- 
cause so few national resources can be spared for investment in 
liquid claims on foreigners, then sheer poverty is the real difficulty, 
and not technical defects in international finance. 


II. INTERNATIONAL AND Domestic LIQUIDITY 


Even if one country alone could build up its foreign-exchange re- 
serves, could all countries together do so? It is useful, first, to con- 
sider only two countries, A and B. If the residents or authorities of 
each country felt that they held inadequate reserves of the other’s 
money, they could bid for it, offering payment in home currency. 
Both countries could thus have their demands for foreign exchange 
satisfied, perhaps even without any change in the exchange rate if 
the two demands were in some sense equal. On the other hand, if 
residents or authorities of A were content with their holdings of B 
money but B residents or authorities wanted more A money, they 
could acquire it by cheapening their own goods and services in terms 
of A money through exchange depreciation or (more painfully) 
through domestic inflation. 

As compared with an earlier situation in which residents or au- 
thorities of some countries had somehow been prevented from effec- 
tively bidding for what they considered adequate balances of foreign 
money, this bidding might exercise a deflationary influence on coun- 


4. Cf., e.g., Egon Sohmen, “Demand Elasticities and the Foreign-Exchange Market,” 
Journal of Political Economy, LXV (October, 1957), 431-36; E. V. Morgan, “The 
Theory of Flexible Exchange Rates,” American Economic Review, XLV (June, 1955), 
279-95. 
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tries whose currencies were now subject to intensified cash-balance 
demands;° their exports would fall and their imports rise as foreign- 
ers anxious to obtain their currencies became less willing to demand 
and more eager to supply goods and services. This leads into an im- 
portant point: insofar as “international liquidity” consists of foreign 
exchange (moneys held by non-residents of the issuing countries), 
then it is meaningless under free-market exchange rates to speak of 
a shortage of international liquidity apart from shortages of particu- 
lar currencies® evidenced by deflation in the countries whose curren- 
cies are in excess demand. Shortage of international liquidity thus 
implies deflationary shortage of some country’s domestic liquidity. 
More precisely, the market processes that remedy or prevent a 
shortage of international liquidity may involve a shortage of domes- 
tic liquidity in the country whose currency would otherwise be in- 
ternationally scarce. Alert money managers could forestall or rem- 
edy such a deflationary excess demand for cash balances by addi- 
tional creation of what, from their point of view, is domestic money. 
This reflation through regular monetary-fiscal measures would cer- 
tainly not be burdensome to the domestic economy, even though its 
result of preventing business recession or promoting business recov- 
ery would be accompanied by an incidental rise in imports. Far from 
being a burden, in fact, the intensified foreign demand for balances 
in its own domestic currency would give the country an opportunity 
for non-inflationary creation of money to satisfy the demand. In ef- 
fect, the country could acquire real goods and services from foreign- 
ers in return for domestic money created by its own authorities 
practically without cost; it would enjoy an interest-free loan from 
foreign holders of its money.” 


5. This discussion employs the cash-balance approach to monetary theory, which ex- 
plains the “equilibrium” purchasing power of a currency in terms of the relation between 
the total supply of and demand for balances of it. Not only a reduction in the supply 
but an increase in the demand for balances would tend to have a deflationary effect. 


6. And, as already mentioned, apart from such things as “perverse elasticities” and dire 
poverty. 


7. The larger and richer and more important in international trade a country is, the 
more likely it is to enjoy foreign demands for its money as international reserves. Perhaps 
it is unfair for the United States, which is so rich anyway, to reap this “seigniorage” in 
creating international liquidity. To distribute the “seigniorage” more equitably, liquidity 
ought to be created or distributed under international auspices. This is how current dis- 
cussions of the international liquidity problem might be charitably (though I doubt 
accurately) interpreted. 

As Gordon Tullock has pointed out, foreign cash-balance demands are also likely to 
center on currencies that have fared and seem likely to continue faring relatively well 
in maintaining their purchasing powers. In contrast with rapidly inflating countries, rela- 
tively non-inflationary countries are likely to be rewarded with the opportunity to collect 
seigniorage. Virtue pays. 
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If supplies of liquidity are adequate for avoiding deflation within 
countries, they thus cannot be inadequate from the standpoint of the 
world as a whole. Even international business is carried on in the do- 
mestic moneys of particular countries. If each national economy has 
enough domestic money, how can there be too little money in the 
world as a whole? 

An answer may hinge on the problems, including inadequacy of 
resources, faced by authorities trying to peg exchange rates. Before 
considering this matter, however, it is necessary to see whether the 
use of gold as well as national moneys in international reserves 
changes the conclusion reached so far. Suppose that persons or or- 
ganizations of country B seek to acquire additional amounts not only 
of A’s currency but also of gold. B’s currency depreciates (or inter- 
nal deflation is imposed), putting deflationary pressure on A. In the 
previous example, A’s authorities could respond easily and advan- 
tageously by creating additional domestic money to satisfy the in- 
tensified demand for it. Now, however, the authorities are unwilling 
to do anything that might reduce their gold reserves absolutely or as 
a percentage of the domestic money supply or that might threaten 
depreciation of the domestic money in terms of gold. Worse than 
that, the very possibility of a rise in the price of gold in terms of one 
or both currencies might have touched off a general run on gold re- 
serves, thereby aggravating deflationary difficulties. A shortage of 
international liquidity might then be interpreted as a shortage of 
gold. Even so, the shortage of international liquidity would not exist 
apart from deflationary shortages of domestic money. The earlier 
easy remedy for both types of shortage at once is ruled out here sim- 
ply because domestic monetary systems are linked to gold. Another 
remedy, difficult and slow to arrange, might be found in devices to 
“economize” on the use of gold in international reserves and in na- 
tional monetary systems. Such devices might be criticized as at- 
tempts to eat one’s cake and have it too—attempts, on the one hand, 
to adhere to the gold-standard concept of restraining monetary ex- 
pansion by tying money supplies to gold and, on the other hand, to 
loosen this restraint by pyramiding money supplies on a reduced 
gold percentage. In any case, the liquidity problem involves the 
question whether any sort of gold standard provides the best possible 
method of regulating domestic money supplies and of promoting bal- 
ance in international trade and payments. A vast literature exists on 
this question, and it is unfortunate to discuss the problem of inter- 
national liquidity in such a way as to forget its relevance. The earlier 
conclusion stands that when market mechanisms are allowed to op- 
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erate, no shortage of international liquidity can exist apart from de- 
flationary shortages of national currencies, though gold may indeed 
have something to do with these shortages. 

The adequacy of remarkably slender international reserves before 
World War I teaches a worthwhile lesson. According to the manag- 
ing director of the International Monetary Fund, the total amount 
of gold held by all central banks in 1913 was no more than $4 bil- 
lion, to which perhaps $4 billion of foreign exchange might be added. 
This total, amounting to only 21 per cent of yearly imports, con- 
trasts sharply with gold and foreign-exchange reserves amounting to 
53 per cent of imports at the end of 1956. Though much smaller 
both absolutely and relatively, these reserves appeared much more 
nearly adequate in 1913 than in 1956. Why? For one thing, the in- 
ternational credit mechanism worked well. Confidence in the gold 
parities of currencies was so firm that balance-of-payments deficits 
were usually met in part by equilibrating movements of credit rather 
than met in full by outflows of gold.* Furthermore, a balance-of- 
payments adjustment mechanism was at work: imbalances in inter- 
national transactions were allowed to have corrective effects on na- 
tional money supplies, incomes, and price levels. With maintenance 
of gold parities the supreme goal of monetary policy, the price levels 
and business conditions of different countries had to keep roughly in 
step with one another. The comparatively high degree of wage and 
price flexibility apparently prevailing before World War I presum- 
ably mitigated deflationary harm to employment and production. 
Today, in contrast, countries are unwilling to endure depressions 
(and inflations) for the sake of the balance of payments; yet ex- 
change-rate fluctuations as an equilibrating mechanism are not gen- 
erally tolerated either. With no balancing mechanism at work, there 
is little wonder that reserves now appear inadequate for a smooth 
flow of international trade and payments. With balance-of-payments 
deficits correspondingly likely to prove “fundamental” rather than 
temporary, the danger of speculation against threatened currencies 
makes existing reserves all the more inadequate. 


III. Liguipity AND Price LEVELS 


Without reinstatement of some international balancing mecha- 
nism, creation of additional international liquidity may prove but a 


8. See Per Jacobsson, speech quoted at length in Jnternational Financial News Survey, 
August 15, 1958, p. 52. (The figure of 53 per cent for 1956 is a correction, on the basis 
of IMF, International Reserves and Liquidity, p. 18, of the apparent misprint in the 
Survey.) 
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temporary palliative. One reason concerns the inflationary conse- 
quences of the supposed remedy. International liquidity is some- 
body’s national money. If certain demands for cash balances in a 
particular currency (namely, the demands of foreign authorities or 
banks or traders) are met by outright creation of the money, the net 
effect is inflationary (assuming conditions not otherwise deflation- 
ary). 

This intuitive conclusion can be developed by returning to the 
analogy of the individual family plagued by occasional crises be- 
cause of a skimpy cash balance. This family and others similarly 
troubled are to be helped by printing enough new money to give 
$1,000 to each. The new money is not meant to finance additional 
consumption: families are expected, as before, to keep their expendi- 
tures and incomes in balance over the long run. The new reserve is 
to be dipped into only in times of temporary imbalance and to be 
replenished promptly. Precisely because of the peace of mind so pro- 
vided, however, the typical family will worry less than otherwise 
about possible crises and will, for example, feel less compulsion to 
work overtime or to allow for contingencies when making expendi- 
tures or contracting to buy things on the instalment plan. Even if a 
family did regard the $1,000 as untouchable except in time of real 
crisis, it might well feel free to keep further reserves accumulated 
from its own saving smaller than otherwise. Even long-run expendi- 
tures are thus affected, and the logic of the scheme becomes fuzzy. 
The outcome would not be much different if the additional liquidity 
had been provided to each family as drawing rights at a governmen- 
tal or co-operative institution rather than as cash. Crises would still 
seem like less terrible prospects than in the absence of any such plan 
and would call for less stringent precautions against their occur- 
rence. It is true that drawing rights are a less perfect form of liquid- 
ity than an equal amount of cash; the typical family would be 
somewhat less inclined to forgo accumulating additional reserves 
out of its own resources. But the effect is qualitatively the same: ad- 
ditional liquidity tends to promote additional spending. 

The macroeconomc consequence is a general rise in prices. The 
price level might not rise in full proportion to the increase in the 
supply of money or liquidity; one possible reason is that, considering 
the purposes for which the additional liquidity had been created, 
some families might feel morally or otherwise bound to keep larger 
real total reserves than otherwise. But, in principle, some price in- 
flation would occur; and, to the extent that it did, the money volume 
of families’ transactions and the size of occasional income-expendi- 
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ture gaps would presumably increase, thus eroding part of the bene- 
fit of the increased liquidity. Furthermore, if the conditions under 
which the additional liquidity was provided ordinarily made reserves 
less readily or less fully usable than privately accumulated reserves 
would have been, then crises might, after all, be just as serious a 
problem as before the price inflation. It is not possible to be definite 
about this, since wealth-and-income-distribution effects and other 
complications enter the picture; but the general conclusion is that, 
partially and in the long run at least, creation of additional liquidity 
tends to frustrate attainment of its own objectives. 

This principle may be carried over from families to countries. 
New additional liquidity may be created by raising the price of gold 
in dollars and in other currencies or by giving newly created dollars 
to foreign monetary authorities or by increasing members’ quotas in 
the International Monetary Fund. The purpose of any such meas- 
ure, as judged by the usual recommendations, would be to allow 
countries to refrain from tightening import and payments controls, 
from currency devaluation, or from similar import-restraining and 
export-promoting measures that might otherwise be necessary in pe- 
riods of temporary difficulty. Creation of the additional liquidity 
would have been pointless unless countries could sometimes ride out 
larger balance-of-payments deficits. At times, then, additional li- 
quidity would enable countries to exercise a more intense net effec- 
tive demand for the goods and services of other countries; the effect 
is inflationary. Liquidity is spending power, and creating more 
spending power is likely to touch off more spendng. If there has been 
no deflationary deficiency of spending in the first place, the addi- 
tional liquidity and the additional spending will be inflationary. 

Some remarks apparently suggesting another conclusion were 
made by the managing director of the International Monetary Fund 
in discussing a proposed increase in the Fund’s resources. According 
to him, the Fund has worked to strengthen rather than weaken mon- 
etary discipline, since it expects countries receiving its help to make 
reasonable efforts to solve their own balance-of-payments problems 
and defend their currencies. Even if no drawing is actually made, 
the mere possibility of resort to the Fund “may make countries more 
confident in their attempts to restore balance” and may encourage 
them to “take stricter measures” and “exert more discipline” than if 
no such second line of defense were available.* The larger and more 
important the Fund becomes, the more sympathetic an ear will mem- 
bers presumably lend to its anti-inflationary exhortations. This con- 
9. Jacobsson, op. cit., pp. 51-52. 
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sideration leaves unimpaired the probably more important fact, 
however, that the balance-of-payments deficits of some countries 
tend to impose an inflationary net drain on the production of the 
corresponding surplus countries. Even though a country had no in- 
centive to curry favor with the International Monetary Fund by 
fighting inflation, it still could not go on inflicting its inflation on 
other countries through its own balance-of-payments deficit after 
exhausting the means of financing such a deficit; whether restricted 
by formal controls or in some more haphazard manner, imports 
would necessarily fall into line with exports. And, on the other hand, 
even if a country were struggling manfully against domestic infla- 
tion, its inflationary influence on other countries would be greater if 
its balance-of-payments deficit were being temporarily financed by 
aid granted by the International Monetary Fund as a kind of re- 
ward for its attempts at financial probity than if the means of fi- 
nancing a deficit were lacking. 

A deficit does represent a net drain on the real resources of other 
countries; but, as conditions reverse themselves, a former deficit 
country may develop a surplus and thereby furnish a reverse net 
flow of real resources. This fact is hardly reassuring, however; for 
to the extent that additional liquidity does finance the riding out of 
disequilibria, the alternation of deficits and surpluses in a cross-play 
of international demand will take place at higher general levels of 
monetary expenditure, tending to raise prices. Similar comments ap- 
ply to the contention that a country benefits from an anti-inflation- 
ary net inflow of real goods and services while riding out a deficit. 
One country’s relief from inflation in this way is thus another coun- 
try’s victimization, and the alternation of such positions occurs at a 
higher general level of expenditure than if the additional liquidity 
had not been created. 

Inflation further tends to consolidate itself because deflationary 
influences, when they occur, are hardly a full and satisfactory offset 
to earlier inflationary influences. National authorities are less likely 
passively to tolerate deflation operating through the balance of pay- 
ments than to tolerate inflation. For one thing, antideflationary 
measures—tax cuts, increases in government expenditure, or easing 
of credit—are easier, politically and otherwise, than the opposite 
anti-inflationary measures. (Balance-of-payments troubles would be 
a complication, but controls or devaluation are available as a last 
resort.) Furthermore, deflation, if tolerated, would be likely to cause 
depression and unemployment and not mere downward readjustment 
of prices. Given the prevalence of downward rigidities in wages and 
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prices and the emphasis on the goal of full employment, an inflation 
once established in a country’s wage and price structure is largely 
irreversible. A “ratchet effect” is at work. 

A more explicit statement is perhaps required about how riding 
out deficits tends to transmit inflation. Countries tolerating the cor- 
responding balance-of-payments surpluses incur inflationary influ- 
ences with three interrelated aspects: (1) a net withdrawal of real 
goods and services from the home economy, (2) expansionary opera- 
tion of the “foreign-trade multiplier,” and (3) monetary expansion 
as domestic money is created to buy up surplus earnings of foreign 
exchange at fixed exchange rates.’® Surplus countries are therefore 
not free to pursue anti-inflationary monetary and fiscal policies with 
the same consistency and vigor that would be possible if some bal- 
ance-of-payments equilibrating mechanism were continuously at 
work. 

The third type of influence just mentioned may be especially pow- 
erful if international liquidity serves as a fractional reserve base 
upon which domestic money supplies are pyramided. Though na- 
tional authorities will hardly promote domestic monetary expansion 
merely because their reserves have increased, such a tendency may 
be spontaneous unless deliberately neutralized or offset. Suppose, for 
example, that international liquidity is created by an increase in the 
price of gold in terms of all currencies and that some of the gold ef- 
fectively thus “created” arrives in the United States in settlement of 
balance-of-payments deficits of other countries. The transactions as- 
sociated with gold imports work to expand both the reserves and the 
deposits of the commercial banks, which, under a fractional-reserve 
system, have the means and the incentive to expand the total vol- 
ume of deposit money by several times the expanded reserves. The 
outcome would not be much different if the United States simply 

10. Sterilization of additional foreign-exchange reserves, though not impossible, is far 
from automatic; in any case, it tends to perpetuate the surplus and the net surrender of 
goods and services for unwanted reserves. This burden may be largely reversed in the 
future if accumulated reserves can be advantageously spent; but meanwhile it must be 
distributed among the home population somehow. The necessary measures would involve 
imposing tighter credit or higher taxes (or cuts in government services) on the domestic 
public in order to continue providing foreigners with what in effect are loans correspond- 
ing to the export surplus and reserve acquisitions of the home country. For an analysis, 
based on experience, of the complications besetting attempts to neutralize imported in- 
flation see L. Albert Hahn, Autonome Konjunktur-Politik und Wechselkurs-Stabilitat 
(Frankfurt a/M: Verlag Fritz Knapp, 1957). 

The association of surpluses with inflationary effects and deficits with deflationary 
effects is not incorrect: the monetary effects that balance-of-payments disequilibria tend 
to have are opposite from the monetary influences typically tending to cause such dis- 
equilibria. That is, while a surplus may result from domestic deflation and a deficit from 


domestic inflation, surpluses ‘and deficits in themselves tend to have inflationary and de- 
flationary influences, respectively, on domestic conditions. 
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created dollar deposits at the Federal Reserve banks jn favor of for- 
eign authorities or an international agency: as these finds were used 
in financing other countries’ balance-of-payments deficits, they would 
drift into the reserve balances of American commercial banks. If the 
dollars created for the benefit of foreign authorities were somehow 
arranged to consist of commercial-bank deposits in the first place, so 
that their eventual expenditure placed no additional reserve funds in 
the hands of banks, their expenditure would still increase the supply 
of bank-account money in the possession of the Arnerican public, 
though not to a multiple degree. Incidentally, when the dollars cre- 
ated in either of the above ways come into American possession, 
they cease to exist as international liquidity. 

Countries making net grants of liquidity would eventually, as the 
new funds are spent, have created and honored nef claims against 
their real resources for the benefit of the net recipients. If such a 
transfer of real wealth were considered desirable, it should be pro- 
posed forthrightly on its own merits. But the creation of liquidity to 
deal with “temporary” disequilibria as such is largely a superficial 
palliative of symptoms. As long as no balance-of-tayments equili- 
brating mechanism is restored, the problem not only of the adequacy 
but also of the appropriate distribution of international liquidity re- 
mains unsolved. And liquidity can be destroyed as international li- 
quidity by mere changes in its ownership. 


IV. MANAGEMENT OF FOREIGN-EXCHANGE INVENTORIES 


Questions of the adequacy and appropriate distribution of inter- 
national liquidity suggest considering what would happen if authori- 
ties did not concern themselves at all with reserves or with ex- 
change-rate pegging. Reserves of international liqfidity would still 
exist, but they would be held by individuals and§firms and other 
private economic units acting according to the sam sorts of motives 
that govern their inventories of ordinary commodities. 

For the economic units of one country, foreign money is indeed 
very much like an ordinary commodity. It is a kind of intermediate 
good (iike fertilizer, office supplies, or pig iron); it is an “ingredi- 
ent,” so to speak, in the process of “producing” foreign goods and 
services for the residents of the home country. This ingredient is in 
turn “produced” by the use of domestic labor and resources to make 
export goods. Just as cloth may be considered an intermediate good, 


11. This is not to rule out foreign-exchange reserves held by government agencies act- 


ing on ordinary business motives rather than in order to govern the foreign-exchange 
market. 
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even though the entire production process from cotton field to shirt 
store is not integrated within single firms and though cloth is bought 
and sold among separate firms, so foreign exchange is an intermedi- 
ate good, even though the export firms which “produce” it typically 
sell it (through banks) to import firms instead of using it them- 
selves. Furthermore, holding foreign exchange has an opportunity 
cost and represents an allocation of real resources just as truly as 
does holding an inventory of commodities. For a country as a whole, 
it is true, aggregate holdings of domestic money have no real cost, for 
domestic (non-commodity) money is not wealth from the national 
standpoint. But inventories of gold and foreign exchange, whether 
held by national authorities or by private parties, do represent an 
allocation of real resources and do have a genuine opportunity cost 
in the goods and services otherwise obtainable from foreigners.” 

The profit motive can be trusted to keep inventories of cotton 
cloth tending toward an appropriate level, in the sense that the esti- 
mated marginal value productivity of resources per dollar’s worth 
tends to be the same embodied in these inventories as used otherwise. 
The same is true of foreign-exchange inventories. Just as manufac- 
turers and dealers have effective private incentives to keep invento- 
ries of cotton cloth neither so small that shirt production is subject 
to wasteful interruptions nor wastefully large in view of alternative 
uses of resources, so traders and bankers have incentives to keep 
foreign-exchange holdings neither so small as to subject international 
trade to wasteful interruptions nor so large as to tie up excessive 
amounts of national resources in the form of unexercised claims on 
foreigners. More precisely, these incentives would be effective if the 
price of foreign exchange were not officially pegged. 

Active international traders and dealers such as banks can gauge 
the most profitable size of foreign-exchange inventories in the light 
of their own experience. Just as is true of large users of, or dealers 
in, flour, paint, or salt, they can be trusted to hold inventories nei- 
ther so small as often to cost them profitable trading opportunities 
nor so large as to have a comparatively low marginal yield. Under 
free-market conditions, there is probably even less danger of for- 
eign-exchange inventories than of ordinary commodity inventories 
becoming inadequate. Foreign exchange contrasts with flour, etc., in 
that vast amounts could, at a price, be “created” in a hurry. Banks 
could borrow balances abroad, for example; balances in one money 


12. This is true even if the funds have been provided from abroad in accordance with 
some international program. An alternative to holding these funds is to spend them on 
real goods and services. Or, if the usability of the funds has been restricted under the 
program, they are to that extent not liquid, 
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can be transformed instantly into foreign exchange simply by 
change of ownership. Conceivably, of course, the addition of new 
foreign demand onto the domestic demand for cash balances in a 
particular country’s currency would exert deflationary pressure on 
that country; but this fact merely re-emphasizes the sense in which 
“shortage of international liquidity” may mean nothing more than a 
deflationary smallness of particular money supplies is a result of 
inept domestic monetary policy. 

Situations are admittedly conceivable in which foreign-exchange 
holdings may be distorted away from a socially optimum level (de- 
fined in any plausible way). During rapid domestic inflation people 
would have incentives to fly from domestic money into holdings that 
might be considered “excessive” of foreign exchange, as well as com- 
modities, real estate, corporation stocks, and other real assets. Dur- 
ing domestic deflation, people have “excessive” incentives to acquire 
cash balances at the expense of real assets, including, perhaps, for- 
eign exchange. When deflation occurs in a foreign country, outsiders 
as well as its own population have an incentive to build up balances 
in its currency, and this tends to worsen the depression there; and 
the converse is true of foreign inflation.’* But it should be noted that 
these inventory distortions, stemming as they do from price-level in- 
stability and the resultant expectations, are essentially similar for 
inventories of ordinary commodities and foreign exchange alike. Far 
from establishing a case for governmental management of foreign- 
exchange inventories, these possibilities of distortion simply re-em- 
phasize the familiar case for domestic monetary stabilization as 
gauged by the general price level. Furthermore, the close analogy 
between foreign exchange and ordinary commodities and the ques- 
tion of the appropriate size of inventories tell in favor of not pegging 
the price of foreign exchange. (Of course, many familiar matters 
not reviewed here also bear on the issue of exchange-rate pegging.) 


V. SUMMARY 


Though much discussed, inadequacy of international liquidity is a 
deplorably vague concept. It may variously be interpreted as ex- 
pressing the poverty of particular countries (and perhaps their en- 
titlement to foreign aid), the deflationary smallness of national 
money supplies, or the lack of any international balancing mecha- 
nism. Without a clear understanding of what the trouble consists of, 
resort to some superficially plausible remedy such as mere creation 


13. From the social viewpoint of the outside countries, flight into or from a currency 
undergoing deflation or inflation probably és appropriate. 
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of additional liquidity may well have disappointing (probably infla- 
tionary) results. What is international liquidity from some coun- 
tries’ viewpoint is national money (or, if gold, reserves against na- 
tional money) from another country’s viewpoint. Adequate supplies 
or inventories from the former viewpoint are likely to be promoted 
by flexible pricing in unpegged exchange markets, while adequate, 
yet not excessive, supplies from the latter viewpoint require domes- 
tic monetary management aimed at avoiding both deflation and in- 
flation. The issue of pegged versus free exchange rates becomes 
central to the international-liquidity question. The present paper has 
not sought to reappraise familiar arguments about exchange rates, 
however, but merely to raise some relevant but neglected considera- 
tions. 


























AN EMPIRICAL STUDY OF ABANDONMENT 
DECISIONS 


Joun F. DuE 
University of Illinois 


THE QUESTION of decision-making relative to liquidation of a busi- 
ness has received relatively little attention in the literature,’ and 
empirical studies of the problem are almost completely absent. This 
article is based on a study of liquidation of firms in the electric inter- 
urban railway industry, undertaken as a part of a general historical 
review of the industry.” 


THE INDUSTRY 


The interurban was an intercity electrically operated railway, 
concentrating on passenger service for the most part, using heavier, 
higher-speed equipment than street railways. The earliest lines were 
built in the 1890’s, but the period from 1901 through 1907 experi- 
enced most rapid construction. Building of new lines continued on 
a reduced scale through 1915 and then fell off to relatively small 
amounts. At the peak, about 16,000 miles of line were operated. The 
decline of the industry, attributable primarily to the development of 
the motor vehicle, began even before the last lines were built, con- 
tinued at a slow pace for a decade, and greatly accelerated in the 
late 1920’s. Tue depression of the 1930’s wiped out most of the re- 
maining firms. Those surviving through World War II were grad- 
ually abandoned or discontinued passenger service in the postwar 
years, until by July, 1959, only three companies continued passenger 
operations, and two of these were not expected to last out the year. 

The exact number of companies varied from year to year. If the 
separate, but controlled and ultimately merged, affiliates which built 
segments of some of the larger companies are excluded, while the 
constituent parts of temporarily consolidated systems, such as Ohio 
Electric Railway, are counted as separate enterprises, the total num- 
ber of firms was 324. Twenty of these operated interurban lines as a 


1. The major recent article is that by G. Shillinglaw, “Profit Analysis for Abandon- 
ment Decisions,” Journal of Business, III (January, 1957), 17-19. 


2. The general study, undertaken by the author in collaboration with Professor George 
Hilton of Stanford University, is scheduled for publication by Stanford University Press 
in 1960. 
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part of a larger transportation system (railroads or steet railroads), 
and separate financial data were not available. Thirteen merged with 
others prior to abandonment. Thirty-six discontinued passenger 
service only and have continued to provide freight service.* Of the 
254 companies which liquidated (or in a very few instances con- 
verted to all-bus operation) ,* profit and loss data are available for 
119; those operated over half the entire interurban mileage. 


STATISTICS OF PROFIT AND Loss PRioR TO ABANDONMENT 
Table 1 shows the distribution of this group of 119 companies by 
number of consecutive years of operation at an operating loss prior 


TABLE 1 


DISTRIBUTION OF INTERURBAN COMPANIES BY NUMBER 
OF CONSECUTIVE YEARS IMMEDIATELY PRECEDING 
ABANDONMENT IN WHICH OPERATING LOSSES WERE 


SUSTAINED 
Consecutive Years of No. of Total 

Operation at Loss Companies Mileage 
De it sr oA re oy dees sean ee calc oat eae 9 549 
Res Peete ree ee: 16 722 
wee iach alas 25 1455 
ee A 16 812 
rer eee eee 12 780 
a . che vr 11 495 
Sr e P suede 10 1410 
ge CE Oe reer aes 13 612 
a ee Oe een a oF 3 139 
15 and over.... : vgs 4 161 


to complete abandonment. In the determination of the operating loss, 
depreciation and taxes (primarily local property taxes) were in- 
cluded in operating expenses. The year in which abandonment oc- 
curred is included only if the line was in operation at least six months 
during the year. 

In only nine cases did abandonment occur without an immediately 
previous year of operating losses. But all except two of these com- 
panies had experienced such losses in one or more of the preceding 
four years. Likewise, with the companies operating only one year at 
a loss, ten had experienced losses in one or more of the preceding 
four years as well. The greatest number of companies operated at a 
loss for two years; the median was three years. Forty-one companies, 
or one-third of the sample, operated for five or more consecutive 

3. A few others discontinued passenger operations prior to final abandonment; these 


are treated as liquidated companies. Several of the companies which have continued to 
operate freight service have ultimately been merged with the parent railroad firm. 


4. Most of these soon sold their bus rights to other companies. 
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years at a loss, and seven companies ran at a loss for ten or more 
years. 

These figures suggest that many firms operated well beyond the 
time at which the financial position of the owners would have been 
maximized. The optimum liquidation point is reached when the cash 
earnings, over and above direct operating expenses, taxes, and a fig- 
ure of depreciation equaling the decline in salvage value during the 
period, fall below the expected earnings from the disposable salvage 
value. Or, in other words, the optimum may be defined as the point 
at which the ratio of cash earnings, defined as above, to disposable 
value becomes less than the rate of return which the firm regards as 
a necessary minimum for investment decisions. For example, if the 
latter figure is 5 per cent and the salvage value is $200,000, once the 
actual earnings, as defined, fall below $10,000 a year, the enterprise 
should be liquidated. This simplified statement is based upon the 
assumption that existing earnings are expected to continue; if not, 
adjustment must be made. Thus in the face of a downward trend of 
the type experienced by the interurban industry after 1920, firms 
should have liquidated before they experienced operating losses; yet 
in very few cases did they do so, and many ran for a number of years 
at losses. It must be recognized, of course, that the depreciation 
element which entered into the calculation of operating losses is not 
the appropriate item, since it was based upon original cost, not de- 
cline in salvage value. The latter item cannot be ascertained for these 
companies. But examination of the relationship between the actual 
depreciation charges and the magnitudes of the operating losses sug- 
gests that in most cases, even if no depreciation charge had been 
made, the firm would still have shown a loss. Furthermore, as ex- 
plained in greater detail below, the position of many of these firms 
was much worse than the reported loss figures indicate, because of 
curtailment of maintenance expenditures below the levels necessary 
to keep track and equipment in operation for any length of time. 

The conclusion that most roads operated too long is strengthened 
by an examination of their balance sheets. The cash deficits were 
covered initially by absorption of cash and disposition of liquid 
assets and then by advances from the owners or increased current 
liabilities, often unpaid bills. The extent to which some roads were 
able to incur these was surprising. When Southwest Missouri Electric 
Railroad (in the Joplin area) abandoned in 1939 after fourteen years 


5. It is possible, of course, that the salvage value might increase, and thus the depreci- 
ation figure significant for liquidation decisions would be negative. However, an increase 
is of limited significance for abandonment decisions, since advantage could be taken of 
the increase by closing down, but not actually scrapping the physical assets, 
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uf losses, its books showed current liabilities of $4 million dollars, 
about the same as the reported cost of road and equipment (and far 
in excess of salvage value). When Southern New York Railway was 
sold at foreclosure in the late 1930’s, current liabilities were close to 
$1 million. In both cases current assets were negligible. For most 
roads which operated several years at a loss, there was nothing left 
at all for the owners, the salvage value merely covering a fraction 
of the obligations outstanding. 

The industry was, of course, subject to government (largely state) 
regulation, which might have had some effect on abandonment de- 
cisions and even on reported loss figures. Under the laws of most 
states, authorization of the state utilities commission was required 
for abandonment. In practice, this factor was not significant. Many 
roads abandoned under court order without commission action; 
others simply stopped regardless of the law; and where requests 
were made for complete liquidation, they were usually granted 
quickly. Regulatory considerations were much more important for 
passenger service abandonment, discussed in a subsequent section. 
In the few instances in which companies had some fear about com- 
mission approval, it is not impossible that they deliberately pushed 
expenses up to aggravate the losses, though this is very hard to 
demonstrate. 


Wuy Dip THE CoMPANIES OPERATE Too LONG? 


There were several factors responsible for the operation of the 
roads beyond the optimum liquidation point. In part the action re- 
flected excessive optimism about the future; given sanguine expec- 
tations about future earnings, the action to continue need not have 
been irrational. True, the expectations were erroneous, but, despite 
the very obvious secular decline affecting the industry, the firms 
were often convinced that their difficulties were only temporary, 
that conditions would stabilize and earnings be restored. There was 
an almost complete failure of the firms to foresee the expansion of 
automobile use, and a constant tendency, year after year, to believe 
that this expansion had ceased and that the interurban business 
would revive again. Some industry leaders expounded the “auto is 
a fad” doctrine, the notion that people would soon tire of cars. Note, 
for example, the statement of Charles L. Henry, pioneer Indiana 
interurban developer, in 1916: “. . . and the fad feature of auto- 
mobile riding will gradually wear off and the time will soon be here 
when a very large part of the people will cease to think of auto- 
mobile rides, and the interurbans will carry their old time allotment 
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of passengers.’® Some of the roads which had done reasonably well 
until 1929 attributed all their difficulties to the depression and con- 
tinued to operate at substantial deficits in the hope that recovery 
would restore their financial positions. The best example of this was 
the behavior of the Lakeshore Electric Railway, a major system 
which connected Cleveland with Toledo. In 1928 gross revenue was 
$1,888,451, with operating profit of $307,408. By 1932, gross had 
fallen to $645,000, and the operating deficit, $532,464, was almost as 
large as the gross revenue figure. The road continued to operate until 
1938, with operating losses never less than $270,000 a year, in the 
vain hope that recovery would bring salvation. 

In many instances, on any reasonable basis of calculation, there 
was no possible hope of significant improvement; yet firms continued 
to operate. Study of the particular cases suggests a complex of fac- 
tors, not all rational from an economic standpoint.’ Some of these 
firms were small, with close identification of the owners and the firm, 
the owners reluctant to admit failure and defeat and to lay off work- 
ers who had been with the company for years and were personally 
well known to management. The goal of continued operation, of 
keeping the cars running, became important in itself. With other 
companies, in which management and ownership were separated, the 
incentives of management to continue operation in order to preserve 
their jobs were important, and the owners were not sufficiently aware 
of the situation to force liquidation. This consideration, of particular 
consequence to a firm with many small stockholders and no con- 
centration of holdings, was less important in the interurban field 
than it is in some others; most interurbans were owned by a rela- 
tively few people. In some instances operations were continued until 
the equity of the owners was completely destroyed; once this oc- 
curred, further operation could do the owners no harm, and so they 
were inclined to keep going as long as anyone could be induced to 
advance funds to meet bills. 

The nature of ownership of some roads delayed liquidation. Some 
were owned by power companies or main-line railroads, to which 
the interurban deficits were very small compared to over-all system 
profits, and good-will considerations dictated continued operation. 
Thus Southern Pacific operated the Peninsular Railway in Califor- 
nia at an operating loss for sixteen years largely because it provided 


6. Electric Railway Journal, XLVII (February 26, 1916), 403. 


7. The conclusions are based upon case studies of a number of these roads, utilizing 
company reports, journal articles dealing with their history, public service commission 
reports, letters from company officials, and other sources. 
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passenger service important to the communities served. The fifteen- 
year deficit operation of the Grand River Valley Railroad in Colo- 
rado can be explained in part on the same grounds; the affiliated and 
profitable power company apparently felt it unwise to cut off service 
important to certain shippers in the community. The hopelessly un- 
profitable St. Joseph Valley Traction, in northern Indiana, was 
largely a hobby of its millionaire owner, patent-medicine manu- 
facturer, H. E. Bucklen. Strangely, the two roads which operated 
for the longest periods at a deficit, the Jamestown Westfield and 
Northwestern (sixteen and twenty-one years out of the last twenty- 
two), and Southern New York (nineteen consecutive years) ,* both 
in New York State, were owned for a number of years by the Salz- 
burg Company, dealers in scrap metal. This company purchased a 
number of small railroads and has continued to run many of them 
as long as they show any promise at a!l. But why the company ran 
those two interurbans so long at deficits is hard to determine, and 
attempts to get information from the company were unsuccessful. 

In addition to the lines noted in the previous paragraph,* three 
others operated at deficits for more than ten years—Southwest Mis- 
souri Railroad, Springfield and Xenia Railway, and Union Traction 
Company of Kansas. These were locally owned enterprises, and 
their owners made valiant efforts to keep them operating over long 
periods of deficits. The Union, operating 77 miles of line between 
Nowata, Oklahoma, and Parsons, Kansas, had far less traffic poten- 
tiality than most interurbans abandoned in the late 1920’s, but it 
continued to operate and provide passenger service until 1948. 

In sharp contrast to these examples was the relatively small num- 
ber of roads whose owners correctly read the handwriting on the 
wall and abandoned at a point of time close to the optimum. Several 
of these were Stone and Webster properties. These were well-man- 
aged, well-maintained lines, but, when traffic fell substantially, they 
were discontinued before losses appeared. Examples include the 
Seattle-Tacoma line and the Galveston-Houston Electric Railway. 
The latter was discontinued in 1936 without ever suffering losses, 
after its gross had fallen from $640,000 in 1928 to $208,000 in 1935. 
Some independent roads followed the same policy; Scioto Valley 
Traction discontinued in 1931 and Stark Electric Railroad in 1936 
without suffering losses. Texas Electric Railway did the same in 
1948 after one year of losses; its gross had fallen by half between 

8. Even when this road was abandoned, a small segment serving a mill at West Oneonta 
was retained and is still operated. 

9. Except St. Joseph Valley, which operated at a loss for less than ten years. 
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1944 and 1947. But these were the exceptions. At the same time that 
such roads as Scioto were liquidating, other firms with even worse 
financial positions were investing additional money to keep the lines 
in operation. 

A major feature of the over-all liquidation behavior was the wide 
variation in practice, a reflection of the differing attitudes of the 
particular individuals responsible for liquidation decisions. Local 
enterprises were more inclined to operate the lines too long, but 
large outside enterprises or investor groups were in a better position 
to operate at a deficit for a long period if they wished, and actual 
policies varied widely. Given the ownership conditions, the specific 
attitude of the owners toward the future, their own financial posi- 
tion, their personal fondness for the road, good-will considerations, 
the importance of the road to the community, the attitude toward 
obligations to the employees, all appeared to play a part. Liquida- 
tion decisions are not made solely on a dollars and cents calculation 
of earnings; they are greatly influenced by varying expectations and 
non-monetary considerations. But there appears to be a definite bias 
in the direction of operating too long, of reluctance to recognize a 
secular trend for what it is. 


EXPENSE PosTPONEMENT AND THE CIRCUMSTANCES OF LIQUIDATION 


The interurbans, as main-line railroads, could reduce expenses 
for substantial periods by curtailing maintenance of track and equip- 
ment. In 1924, for example, for a typical group of interurbans, these 
items constituted about 30 per cent of total operating expenses. As 
the revenues of the roads fell, maintenance activities were frequent- 
ly reduced to very low levels, and thus the reported profit figures 
indicated a better financial position than was warranted, if recogni- 
tion were given to the fact that operation could not continue in- 
definitely with such low levels of maintenance. This is not to imply 
that it was unwise for firms to follow such a policy; it was definitely 
advantageous,’® except insofar as the owners might have been mis- 
led into thinking that the lower expense levels could continue. 

With many lines, the result of postponement of maintenance was 
a fantastic physical deterioration. Cars lost their paint, and their 
bodies gradually disintegrated, threatening to come completely apart 
as the cars traveled at even moderate speed. Window sashes rotted, 
doors would not close, and seats pulled apart. Motors did not func- 

10. For many roads the decision to reduce maintenance was regarded as a temporary 


one, pending improvement of earnings. For a few roads it was the first step in a planned 
program of abandonment. 
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tion properly, and voltage fell as power equipment and transmission 
lines were not properly maintained, and cars would sometimes stall 
on grades. The track deteriorated even faster, as ties rotted and 
rails wore and mud and weeds interfered with operation. The 
result was a violent bouncing and twisting of the cars, which in turn 
helped to pull the cars apart, and an extremely rough ride as the 
wheels jolted over the uneven rail joints. Yet trains continued to 
operate month after month with few accidents; it was little short of 
remarkable how the cars could stay on the tracks at all.” 

But this process could not go on indefinitely, and ultimately the 
day was reached on which the road could not continue without sub- 
stantial maintenance expenditures. For a time, patching would be 
done here and there, cars picked up cheaply from other roads being 
abandoned, and a few secondhand ties installed in the worst spots; 
but eventually something more drastic was necessary, and it was at 
this point that the decision to liquidate was often made. In many 
instances the money was simply not available and could not be 
raised; in others the owners realized the futility of putting any more 
money into the road. 

A number of roads liquidated only upon the occurrence of some 
major disaster or other event which necessitated immediate heavy 
outlays. One of the most spectacular endings was that of the Dayton 
and Troy when a bridge collapsed under the weight of a train and 
dropped it into the Miami River. Car-barn fires, which plagued this 
industry and the related street railway industry from beginning to 
end, brought several roads to liquidation (for example, the electric 
division of Colorado Springs and Cripple Creek District) or to the 
end of passenger service (Waterloo Cedar Falls and Northern and 
the Bamberger Railroad, for example). Shifting ground from mining 
operations brought several Pennsylvania lines to abandonment, and 
disastrous wrecks, with heavy damage claims, helped force the 
Southern Cambria, the Texas Electric and the Milwaukee suburban 
lines to liquidate. London and Port Stanley in Canada ended pas- 
senger service at the very late date of 1957 because funds to convert 
its rectifiers to 60-cycle power, necessitated by change of the cycle of 
the electric power supply, were not forthcoming. In other cases 
liquidation was precipitated by loss of ferry connections or sep- 

11. These comments are based, apart from reports of the companies, on trips of the 
author on such lines as the Salt Lake and Utah, Utah Idaho Central, Montreal and 


Southern Counties, Washington and Old Dominion, and others in their later days of 
electric passenger operation. 
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arately owned trackage necessary to reach downtown areas.’* Aban- 
donment as a result of a specific disaster does not in itself demon- 
strate that the firms operated too long, since in some instances con- 
tinued operation was advantageous until an event of this sort neces- 
sitated substantial outlay. But in many cases the circumstances 
were such as to suggest that the road had run too long, and the 
disaster simply forced action. Much the same can be said about the 
group of roads that ceased only when they could no longer pay bills 
and had their power turned off or their property attached. 


DISCONTINUANCE OF PASSENGER SERVICE ONLY 


Thirty-six interurban companies out of the original 324 have con- 
tinued freight operations after discontinuance of passenger service.’* 
These lines are located primarily in the Pacific Coast states, Iowa, 
and Illinois. Many are subsidiaries of mainline railroads. 

The effects of the discontinuance of passenger service upon the 
financial position of the companies are significant not only from the 
standpoint of decision-making but also because they throw some 
light on the general question of railway passenger deficits. 

Information is available for 30 of these companies: 


_ 


. With five, passenger operations represented such a small percentage of over-all 
operations that the effects of the elimination were too small to be ascertainable. 
For example, Piedmont Northern gained only 4 of 1 per cent of gross revenue 
from its passenger service in later years. 

With two, freight traffic changed so greatly in the period of elimination of pas- 
senger service that the financial effects of the latter cannot be determined. 

. For two others—Denver and Intermountain and Pacific Electric (at the time 
the latter disposed of its remaining passenger operations to Metropolitan Coach 
Co.)—the elimination of passenger service reduced total revenues and total 
expenses by about the same amount, and thus the service was roughly break- 
ing even. 

. For the remaining twenty-one companies, there were substantial gains; expenses 
were reduced by much more than the decline in revenues. For seven of these 
firms, the amount of the gain cannot be estimated satisfactorily because of 
shifts in freight traffic. With the others, estimates of savings are possible and are 


La) 


Ww 


> 


12. By way of exception, a few roads did spend considerable sums to avoid liquidation 
upon the event of a disaster, even though the profit situation was bad; the San Francisco 
and Napa Valley lost its power house and most of its equipment in a fire in 1932, and, 
to the surprise of almost all observers, managed to get under way again, even buying two 
new cars, the only interurban cars ordered in 1932 and among the last standard steel 
interurban cars ever built. This road could not use the usual hand-me-downs from other 
roads because it operated on alternating current. But in 1937 passenger service was aban- 
doned when the connecting ferry to San Francisco ceased operations. 


13. A few other companies have done so for short periods and then liquidated. Vir- 
tually all the 324 companies operated freight service, although for a substantial number 
of these freight revenues were never significant. 
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shown in Table 2. This table also indicates the importance of passenger revenue 
relative to the total revenue of the firm and the net operating profit (after 
taxes) in the year preceding elimination of passenger service. 


In all these instances, substantial savings were made, and for 
some roads the savings were of sufficient magnitude to convert loss 
figures into substantial profits. In other cases deficits continued, but 
at substantially reduced levels. 

Examination of the trends in earnings in the preceding years sug-__ | 
gests two conclusions. First, the firms made their decisions to dis- 





TABLE 2 
ESTIMATED SAVINGS FROM ELIMINATION OF PASSENGER SERVICE 
Net Operating Profit 
Passenger Reve- Estimated Savings (after Taxes) in Year 
nue as Percent- from Elimination before Elimination 
age of Total of Passenger of Passenger 
Company Revenue* Service Service 
Arkansas Valley Interurban. ... 15 $ 70,000 $ 63 ,808f 
Aroostook Valley... .. hE Pe 2 35 ,000 71,040 
Baltimore and Annapolis....... 70 100 ,000 1,951 
SS ee Sarees 8 145 ,000 187 ,244 
Cedar Rapids and Iowa City... 7 150 ,000 148 ,896 
Central California Traction{ . . . 25 80 ,000 95,591 
East St. Louis Columbia and 

aera ee ee 30 20 ,000 31,442f 
Lackawanna and Wyoming Val- 

EEE NS AE 60 30 ,000 109 ,116T 
Petaluma and Santa Rosa...... 5 10 ,000 68 ,000 
Sacramento Northern}....... 30 100 ,000 465 ,595T 
Southern Iowa........ ay 20 30 ,000 38 ,000 
Southern New York....... 45 40 ,000 126 ,000+ 
Tidewater Southern....... 4 70 ,000 2,723f 
Visalia Electric...... yao 8 20 ,000 64,812 

* Year before discontinuance of passenger service. 


t Deficit 
t Limited amount of streetcar service operated after discontinuance of interurban passenger service. 


continue the service upon the basis of cash earnings from the service, 
not including in expenses a “necessary” return on original cost or 
an allocated share of common costs. Second, the data suggest that 
the firms typically continued to operate the passenger service too 
long, several years of out-of-pocket losses from the service having 
occurred before it was ended. Several factors were responsible. One 
was the fear, in some instances, that regulatory authorities would 
not approve the application until there was a clear demonstration of 
losses, a particular danger if the company as a whole was relatively 
profitable. A second was the expectation on the part of some roads 
that conditions were going to improve, despite the long-continuing 
downward secular trend. With others, there was considerable reluc- 
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tance on the part of the officials to give up the service for which the 
road had been built and in which they took considerable pride. 
Others feared loss of community good will, with repercussions for 
freight service. But, in some instances, inertia was the primary 
factor; the roads did not carefully reconsider the profitability of the 
passenger service until the point was reached at which so few per- 
sons were riding the cars that the unprofitability was obvious to 
anyone. A few roads which might have survived as freight carriers 
helped to destroy themselves by operating passenger service too 
long. The Salt Lake and Utah Railroad is an outstanding example of 
this behavior. 

The estimates of passenger service losses which the roads pre- 
sented to the regulatory commissions in their applications to discon- 
tinue service were relatively accurate and were typically calculated 
on an out-of-pocket basis. For example, Petaluma and Santa Rosa 
estimated $11,000, whereas the actual figure was about $10,000; 
with the Central California Traction, the estimated and actual fig- 
ures were $40,000 and $80,000, respectively; and with Sacramento 
Northern, $88,000 and $100,000. Tidewater Southern underesti- 
mated substantially, claiming a loss of $28,000 but apparently 
gaining about $70,000 when the service was discontinued. 

The greatest reduction in expenditures, in dollar terms, from dis- 
continuing passenger service occurred in power and transportation 
costs, as would be expected. The greatest proportional drop occurred 
in the maintenance-of-equipment item. A number of roads were able 
to reduce maintenance-of-way expenditures, frequently by as much 
as one-third, in light of the lower speed of freight trains. But several 
roads increased these expenditures, a result of the improved earn- 
ings position and the tendency of the firms to determine mainte- 
nance expenditures in large measure on the basis of current earnings, 
at least above a certain minimum. This was largely a short-run ad- 
justment; the lower level of expenditures would typically not have 
permitted continued operation of passenger service over a long pe- 
riod. Likewise in most instances general expenses rose rather than 
fell. Thus, on the whole, very little of the cost common between 
freight and passenger service was eliminated. 


CONCLUSIONS 


1. Examination of the profit and loss picture of 119 interurban 
electric railway companies in the years immediately preceding liqui- 
dation reveals that only a very few abandoned without one or more 
years of operating losses, and a substantial percentage operated for 











372 The Journal of Finance 


five or more years at a loss. The results suggest very strongly that 
firms in a declining industry typically tend to operate beyond the 
time at which the financial interests of the owners would be best 
served by liquidation. 

2. The exact time of abandonment was influenced greatly by the 
particular expectations and attitudes of the persons responsible for 
the decisions, circumstances of ownership, and similar factors. 

3. The primary factor responsible for the tendency to operate too 
long was the failure to recognize the significance of the secular 
trend, with consequent overoptimism in expectations. There are 
strong psychological blocks in the way of admitting the doom of an 
industry by the firms comprising it and of taking action to liquidate 
an enterprise with which the person is closely identified. 

4. Interurbans were often able to prolong their lives for several 
years by sharp curtailment of maintenance, a policy which brought 
an inevitable day of reckoning. 

5. Many lines did not stop, despite losses, until some physical 
disaster or other event requiring large capita! outlay rendered action 
imperative. Some roads stopped only when they could no longer 
meet their current bills. 

6. Roads which discontinued passenger service only and con- 
tinued in freight operation typically experienced very substantial 
improvement in their earnings position by the change. Decisions to 
discontinue were clearly calculated on the cash-return basis. Most 
of the companies operated the service several years too long, in 
terms of profit maximization. 
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PRICE CHANGES OF STOCK-DIVIDEND SHARES 
AT EX-DIVIDEND DATES 


C. AUSTIN BARKER 
Hornblower & Weeks 


MANY INVESTORS FEEL that when a stock-dividend stock goes “ex- 
dividend” its market price may decline somewhat less than the full 
amount of the stock dividend. If true, this certainly constitutes a 
small price benefit, even though temporary in nature. In contrast, 
the general view is that a cash-dividend stock declines on the ex- 
dividend date by approximately the amount of the cash dividend. 

With a record-breaking number of stock-dividend issues in the 
past several years, the question assumes greater significance than 
ever before. It is the purpose of this study to test the belief that 
there is a resistance against ex-dividend market price declines result- 
ing from stock dividends, and to do so by comparing actual with 
theoretical drop-offs on ex-dividend dates. 

It is standard brokerage practice that all open buy and open stop 
orders to sell in the hands of specialists and odd-lot dealers are 
marked down by the amount of the dividend to the nearest one- 
eighth price point at the close of business on the day prior to the 
ex-dividend date, whether the dividends are cash or stock. (Open 
stop orders to buy and open selling orders are not reduced.) But 
how does the actual drop-off in price compare with the theoretical 
calculated price dilution resulting from stock dividends? To deter- 
mine this, a study was made of all stock dividends of 5 per cent or 
more, 224 in all, issued by NYSE-listed companies during the years 
1951 through 1954. 

All closing sale prices on the day prior to ex-dividend date were 
listed from the Wall Street Journal’s daily price quotations of NYSE- 
listed stocks, and reduced to the “remainder dilution factor” (to the 
nearest one-eighth point). For example, the dilution factor for a 
10 per cent stock dividend would be 100/110 or 0.90909. The differ- 
ence between the theoretical dilution price and the prior-day actual 
closing price was termed the “theoretical price drop-off.” Any cash 
dividends going ex-dividend on the same day as the stock dividend 
were added to the theoretical price drop-off before these differences 
were computed. 
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The difference, or real price drop-off, between the actual opening 
price on ex-dividend date and the prior day’s closing price was also 
determined and compared with the theoretical price drop-off to the 
nearest tenth of 1 per cent. 


PricE CHANGES AT Ex-DIvipEND DATE 


Analysis of the 224 cases shows that, on the average, the actual 
market price drop-off occurring at the opening sale on ex-dividend 
date, as measured against the prior-day closing price, was 97.4 per 
cent of the calculated dilution price decline. Only a handful of ex- 
tremely low percentage cases prevented an average drop-off of 100 


TABLE 1 


FREQUENCY DISTRIBUTION OF ACTUAL DROP-OFF AS A 
PERCENTAGE OF THEORETICAL DROP-OFF 


NUMBER oF CASES 


5 Per Cent 
Percentages All Sizes Size 

| aap ee 9 8 
ot. ee ere 7 5 
65-— 74.99.... nan 6 5 
75-— 84.99.... a 22 16 
85- 94.99.... : 36 15 
95-104.99.... : : 74 18 
105-114.99.... : 34 12 
115-124.99.... is 18 13 
125-134.99..... ; nih 9 4 
135-144.99.... ee 8 7 
of eee ree 1 1 
Total cases, 1951-54.... 224 104 

Arithmetic mean...... 97.4% 94.8% 

I hoes riciiee <a 100.0% 96.2% 


per cent. The median actual market price drop-off for the 224 cases 
was found to be precisely 100.0 per cent of the theoretical drop-off. 

The individual percentages of the 224 cases fell within narrow 
limits and exhibited a strikingly significant modal tendency, as seen 
in Table 1. The median of 100.0 per cent fell approximately with- 
in the center of 28 cases, all having a drop-off of exactly 100.0 
per cent. 

As a further test, the percentages of actual price decline to theo- 
retical price drop-off were calculated separately for the three stock- 
dividend-paying classes of 5 per cent, 10 per cent, and “all other.” 
The results are shown in Table 2. 

The dilution factor of the 10 per cent and larger-sized stock divi- 
dends was apparently 100 per cent operative at ex-dividend date. 
But does the drop-off behavior of the 5 per cent stock dividends indi- 
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cate that small stock dividends are taken in stride by the market and 
that somehow their price does not decline by the full amount of 
dilution? 

PricE EFFECT OF SMALL Stock DIVIDENDS 


It is commonly believed that small stock dividends tend to wash 
through without changing the market price. At first glance there 
seems to be some truth in this with respect to the drop-off behavior 
of the smallest (5 per cent) size stock dividends. In the 104 cases the 
actual price decline at ex-dividend date did not quite compensate for 
the theoretical dilution effect of the stock distribution. The average 
actual price decline was 94.8 per cent of the theoretical price decline. 

It can be seen from the third column in Table 1 that the drop-off 
percentages for the 5 per cent size stock dividends account for the 


TABLE 2 
DROP-OFF AT EX-DIVIDEND DATE BY SIZE GROUPS 


Percentage, Actual Price 


Size of Stock Decline to Theoretical 
Dividend No. Drop-off 
(Per Cent) of Cases (Per Cent) 
RRR oe ped eee 104 94.8 
ee eee ore 62 100.8 
All Other... . ; 58 100.0 
: ee oe 97.4 


slight skewness to the left of the total distribution. Since their small- 
er size makes them relatively more susceptible to extraneous market 
factors, their individual percentages are more widely scattered than 
those of the group as a whole. They also account for all but three of 
the 16 cases below 65 per cent and for all but 1 of the 9 cases over 
135 per cent. 

Further analysis reveals, however, that most of the cash dividends, 
which were included in the study because they had the same ex- 
dividend date, accompanied the 5 per cent stock dividends. Approxi- 
mately half of the 5 per cent cases were accompanied by such cash 
dividends. 

A detailed analysis of 399 cash-dividend stocks in the years 1949, 
1950, and 1953 recently appeared in this Journal.’ The study was 
made to test the casual impression of investors that the market price 
declines by the full amount of a cash dividend, by measuring the 
change from a stock’s closing price of the preceding day to its open- 
ing sale price on the ex-dividend date. The authors found an average 


1. James a Campbell and William Beranek, “Stock Price Behavior on Ex-Dividend 
Dates,” Journal of Finance, December, 1955, pp. 425-29. 
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price drop-off of only 90 per cent of the actual cash dividend. This 
suggests that accompanying cash dividends, plus the greater rela- 
tive effect of extraneous market factors on small stock dividends, 
account for the 94.8 per cent performance of the 5 per cent group in 
Table 2. 

A decline less than the full amount of the theoretical dilution at 
ex-dividend date would have more trading significance to investors 
in the case of stock dividends than it would with similar cash- 
dividend behavior, even if the phenomenon were temporary in na- 
ture. The average theoretical drop-off for the 224 stock dividends was 
$6.58 per share ($1.80 per share for the 5 per cent issues), versus 
an average cash dividend of about $1.00 per share in the cash- 
dividend study cited above. 


Tax EFFECT 


The Campbell-Beranek study found that the average stock price 
drop-off on the ex-dividend date tended to be only 10 per cent less 
than the amount of the cash dividend. Consequently, a taxpaying 
investor would do better to sell before an ex-dividend date, but to 
buy after it. This finding was based on the federal income tax regu- 
lations which tax cash dividends at the individual income tax rate 
when received, even if they are received immediately after purchase. 
Conversely, they may be taxed at the capital gains rate to the extent 
that the stock price reflects an imminent cash dividend if sold just 
before the ex-dividend date. 

There is, on average, no similar tax benent available to the in- 
vestor in the case of stock-dividend stocks before and after ex- 
dividend dates. Whether he sells or buys just before or just after an 
ex-dividend date, he is subject, immediately or eventually, to the 
capital gains tax rate. 


LONGER-TERM PrIcE EFFECT OF STOCK DIVIDENDS 


Recently the writer analyzed all NYSE-listed stock-dividend issues 
of 5 per cent or more in the years 1951 through 1954.? The three 
years 1951-53 covered a “sidewise” market, and 1954 was included 
to allow a separate analysis of stock dividends during a strong bull- 
market year. For a more accurate analysis, stock dividends were 
classified into three categories as follows: (1) those which are ac- 
companied by cash dividend increases, (2) those with no increases 
or with declines in cash dividends, and (3) those omitting cash divi- 
dends altogether. 


2. “Evaluation of Stock Dividends,” Harvard Business Review, July-August, 1958. 
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No attempt was made at classification on the basis of regularity, 
size, or “cash-saving” purpose. Such classifications are commonly 
used, but in practice they tend to overlap, and the distinctions are 
not significant for market analysis purposes. Similarly, the occasion- 
ally used grouping of stock dividends into “sporadic” and “periodic” 
is too broad to permit convenient market-price evaluation. 

To make significant price comparisons before and after the stock 
dividend, the price of the stock as of the base date (six months prior 
to the ex-dividend date) was converted to its equivalent dilution 
price. Each stock’s dilution price at base date was then expressed as 
a percentage of the appropriate index selected from the one hundred 
subindustry indexes published by Standard & Poor’s. Percentage 
changes in the adjusted market prices of all stocks, with reference 
to the base date, were calculated at the ex-dividend date and again 
six months later and compared with actual market prices to deter- 
mine the real gain or loss as compared to the general state of the 
market. 

To make meaningful cash-dividend-per-share comparisons before 
and after the stock dividend, each annual cash-dividend rate at the 
base date likewise was converted to the equivalent dilution rate. The 
actual annual cash rate per share six months after the ex-dividend 
date was compared to the adjusted cash rate at base date to deter- 
mine the “effective” change per share in the cash-dividend rate. 

The study found that stock dividends alone, whether large or 
small, produced no lasting gains in market price. The “real” price 
gain of the 190 companies which accompanied stock dividends with 
cash dividend increases averaged 9 per cent over the six months pre- 
ceding the ex-dividend date. The gain held at 8 per cent six months 
after the ex-dividend date. 

There were 21 companies without cash-dividend increases. Al- 
though the prices of these stock-dividend issues held about even with 
the general market through the ex-dividend date, they dropped 12 
per cent below the general market in the following six months. 

The smallest class of stock dividends, those unaccompanied by 
any cash dividends, were found to be the “special situations” with 
the greatest extremes of price behavior. In all classes, there was 
often a strong but short-lived price run-up during the first few days 
after news of a stock dividend reached the public. 


Pertiopic Stock DIVIDENDS 


Ten of the companies in the study issued “periodic” small stock 
dividends. Six periodic issuers of stock dividends also increased their 
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cash dividends during the twelve-month period. The combined price 
behavior of these six companies showed gain after adjustment of 
approximately 5 per cent over the general market. They increased 
their cash dividends by 16 per cent. (The 190-company group which 
increased cash dividends and showed a real price gain of 8 per cent 
increased their cash dividends by 17 per cent.) 

Shortly after the study was published, a question arose. Were 
these findings consistent with profit possibilities surrounding the 
ex-dividend date due to price-dilution resistance of stock-dividend 
issues? The present study of actual versus theoretical price drop-off 
indicates that, in contrast to cash dividends, there are no profit pos- 
sibilities, on average, with respect to stock dividends at ex-dividend 
date. 


CoNCLUSION 


Unlike the market effect of cash dividends, no real resistance 
against ex-dividend market price decline can be attributed to stock 
dividends. Thus, in this respect, there is no magic in stock dividends 
in themselves. On the average, the market prices of stock-dividend 
shares reflect the fact that more shares of ownership represent the 
same total corporate equity. 

This makes sense. The sophisticated investor looks for factors of 
a more fundamental nature than the changing number of common 
shares outstanding. This evidence of market evaluation should not 
be overlooked by financial managers in determining dividend pol- 
icies. 

However, stock dividends, like stock splits, help to bring the 
common stock into a more popular price range. They thus produce 
a significant increase in the number of shareholders, even though 
they are somewhat expensive and, in themselves, provide no price 
enhancement. They also serve as a useful accounting technique to 
effect transfers of predetermined amounts of earned surplus to the 
capital and capital-surplus accounts, thus permanently capitalizing 
some of the earned surplus where technical considerations make this 
action desirable. 

But stock dividends in themselves cannot be used successfully as 
“sweeteners” to enlarge soundly and permanently the capital market 
or enhance the price of a corporation’s common stock. Over the 
longer term, fundamentals of earnings growth and competitive cash- 
dividend-paying power are the basic factors in bringing about a real 
price gain in relation to the general market. 
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THE EFFECTS OF INSTALMENT CREDIT 
TERM VARIATION* 


LAWRENCE L. WERBOFF 
Pennsylvania State University 


THE six-volume study of consumer instalment credit published 
by the Board of Governors of the Federal Reserve System’ pre- 
sents “an extensive factual picture of the role of consumer instal- 
ment credit in the American economy, but it does not supply any 
startlingly new analysis.’”* In view of the purpose of the study, to 
appraise the arguments for and against the use of specific controls 
over this sector of the loan market, the most obvious lack of new 
analysis lies in the failure to estimate the effects of marginal varia- 
tions in the down-payment and maturity terms of instalment con- 
tracts. Although the research here reported was started prior to the 
Board of Governors’ undertaking, it might be considered as an un- 
invited addendum to the larger work, attempting to fill the gap indi- 
cated above. 


I. POTENTIAL EFFECTs OF CHANGES IN CONSUMER 
INSTALMENT CREDIT TERMS 


One of the obstacles to reaching agreement on the effects of Regu- 
lation W is the fact that variations in instalment credit terms affect 
numerous activities. Credit terms have been mentioned as a deter- 
minant of sales of pariicular types of durable goods, consumer ex- 
penditures for all durable goods, total consumer spending, instalment 
credit granted, the volume of instalment debt, and changes in the vol- 
ume of instalment debt. All these are obviously related, but it might 
be well to spell out the nature of the interrelationships. 

* The data used and a description of the derivations of variables are available on re- 
quest to the author. The author wishes to acknowledge the guidance and assistance of 
Professors E. S. Shaw and H. S. Houthakker of Stanford University, advisers for the 
study. He is grateful, too, for help with particular phases of the presentation, to Pro- 
fessor A. Goldberger of Stanford University; Dr. J. Hooper, of RAND Corporation; 
and Professor T. C. Holyoke of Antioch College. To Dr. E. A. Dauer, of Household 
Finance Corporation, special thanks are due for encouragement and interest in the work. 


Funds for a portion of the research were provided by a grant from the National Foun- 
dation for Consumer Credit in Washington, D.C. 


1. Board of Governors of the Federal Reserve System, Consumer Instalment Credit 
(6 vols.; Washington, D.C.: Government Printing Office, 1957). 


2. W. L. Smith, “Consumer Instalment Credit: A Review Article,” American Economic 
Review, XLVII (December, 1957), 965. 
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A. The optimum impact of credit term regulation—There may 
be four separate, direct effects of a tightening of terms: (1) more 
rigorous credit terms reduce the attractiveness of consumer durable 
goods typically purchased with instalment credit; (2) the increase 
in the down-payment requirement reduces the loan value of any 
goods bought and thereby the amount borrowed on them; (3) the 
shortened maturity will reduce the total amount of debt outstanding 
for any given level of borrowing per unit of time;* and (4) net 
credit change, the periodic increase or decrease in debt outstanding, 
will decline more sharply than instalment debt outstanding. 

Expected consequences of the first effect are declines in the 
amount of consumer durable goods sold and in consumer spending, 
or at least some change in the pattern of expenditures. From the 
point of view of the regulators, the most desirable result would be a 
substitution of savings for expenditures on consumer durable goods. 
This is equivalent to a decrease in consumer expenditures on dura- 
bles and in total consumer spending. 

The regulating authority would, of course, like the consequences 
of the regulation to spread beyond the immediate areas indicated 
here. For instance, it would like any reduction in' spending on con- 
sumer durables to induce disinvestment in the level of business in- 
ventories of such goods and reduction in the resources used in their 
production. If all these results were forthcoming, there might be a 
significant multiplier effect on the equilibrium level of national in- 
come. 

The total impact of the first and second effects enumerated above 
would show up in consumer borrowing, for credit granted would re- 
flect the decrease in both purchases and loan values. The ratio of bor- 

3. The first two effects are fairly obvious, but the third may need a word of expla- 


nation. With a constant amount of monthly borrowing, g, whose average duration is 
n months, the amount of instalment credit outstanding will equal: 


(n+ 1) 
——- (1) 


A reduction in the average duration to m months will reduce the amount outstanding 
by an amount equal to 
(n — m) 
—. 2) 
D ( 


The total effect is not achieved instantaneously but takes m months. The path of change 
in the case of a shortening of average maturities with constant borrowing is made up 
of two parabolas—one whose monthly decrease gets larger until month m, and a second 
whose monthly decrease gets smaller between m and n months. A lengthening of average 
maturities would result in an increasing amount of monthly growth, until the debt with 
the shorter duration is repaid, and a decreasing amount of monthly growth thereafter, 
until the new equilibrium amount of credit outstanding is reached. 
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rowing to expenditures for durable goods would also decline as down 
payments became higher; for, even if consumers made the same pur- 
chases they would have made under easier credit terms, the percent- 
age paid in cash would have to increase. 

The third effect would show up only in the total of outstanding 
debt, but, since new maximum maturities apply only to new borrow- 
ing and since this is usually a small part of the total debt, the full 
impact of the shorter maturities shows up with a lag. However, it 
does reinforce the first two effects on the total of debt outstanding, 
and, therefore, changes in this series should be a strong indication of 
the impact of regulation. The net credit change, which measures the 
increase or decrease in total debt and therefore is indicative of the 
inflationary or deflationary contribution of instalment credit, will 
reflect even more any reductions in credit extensions and the larger 
monthly repayments that result from shorter loan durations. 

The optimum result of reduced demand for instalment credit 
brought on by regulation, with a given supply of loanable funds, 
would be an increase in the idle cash balances of the lenders.* If they 
seek alternative investment opportunities, the most desirable for in- 
flation control would be investment in government securities; for 
government spending is not dependent on the cost and availability of 
borrowed funds and an increased demand for government securities 
could be met by Federal Reserve open-market sales.° 

B. Possible offsets to effectiveness of Regulation W.—Aside from 
the ineffectiveness that might result if substantial non-compliance 
with the regulation should exist, there is, at every step of the process 
outlined above, a possibility that legitimate activity will frustrate 
the regulating authority. Consumers may continue to spend the same 
amount on durables by reducing their current rate of savings.® In 
this event, none of the consequences expected to follow from their 
reduced spending would follow, but there would still be the three 
credit effects. 

In the credit market, alternative uses for the released funds are ex- 

4. In most cases instalment lenders are themselves borrowers and would probably use 
any excess funds to pay off some of their own debts. In this case the statement applies 


to the ultimate lender. Where the ultimate lender is a bank, the repayment should help 
swell excess reserves. 


5. If an increased demand for government securities does result and the Federal Re- 
serve System can use the opportunity to sell some of its holdings, a contractive pressure 
on the supply of money would be generated. 


6. If consumers reduce their spending on non-durable goods in order to maintain their 
purchases of durables, any difference in effect from the optimum mentioned earlier would 
be due to differences in the nature of the production and industrial structure of the two 
sectors of the economy. 
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tensive. This is especially true during periods in which the monetary 
authority is most apt to impose instalment credit curbs. These curbs 
do not affect the supply of credit, and the loanable funds market is 
sufficiently flexible to transfer funds from one sector to another. 

With all the alternatives available to consumers and lenders, it is 
not surprising that both the proponents and the opponents of Regu- 
lation W should have been able to select different combinations ap- 
propriate to their respective arguments. 

The impact of effects 2, 3, and 4 could be determined if the rela- 
tion of down-payment requirements and loan maturities to consumer 
expenditures were known. Given the total spending corresponding to 
a specific combination of credit terms, the amount of credit granted 
could be calculated as the amount of spending multiplied by 1 minus 
the percentage down payment. Then, from the amount of credit 
granted and the average maturity of loans extended, one could com- 
pute the amount of debt outstanding such that repayments would 
equal extensions of new credit. By applying formulas derived from 
those in note 3, it would be possible to construct a series of debt out- 
standing over the time necessary to reach a new equilibrium level 
and, from this series, to derive monthly net credit changes. The dif- 
ficulty of this problem, then, lies in evaluating the effect of instal- 
ment credit terms on consumer durable purchases. 


II. A Mopet or CONSUMER DURABLE-Goops EXPENDITURES 
AND Its IMPLICATIONS 


This section presents a model explaining consumer spending on 
durable goods from 1947 to 1955. Among the explanatory variables 
used are the terms of instalment credit, and from the coefficients of 
these terms some approximation can be made as to the effectiveness 
of Regulation W as a means of controlling spending and consumer 
indebtedness. 

A. The model.—In this model money variables are expressed in 
real terms and reduced by the estimated number of households. Con- 
sumer spending for durable goods per quarter is considered as a re- 
sponse to the averages of down payments and maturities prevailing 
in the quarter, the disposable income of the preceding quarter, and 
the liquid assets held at the start of the quarter. 

A dummy variable is used to account for the anticipatory buying 
wave in the three quarters following the outbreak of the Korean 
War. This variable has a value of 1 in the three quarters in which 
anticipations of shortage stimulated consumer demand for durables 
and a value of zero in all other periods. The effect of introducing the 
variable is to enable us to assume that all other underlying forces in- 








—"~ rll o—eleelrreeté‘—C SK 


- mie tm oe a See lh hl lh Se | ee 








Instalment Credit Term Variation 383 


corporated in the model had their estimated weights but that, in ad- 
dition, each household spent 133.65 constant-value dollars (season- 
ally adjusted at an annual rate) in each of the quarters. This esti- 
mate is the average amount by which actual spending exceeded 
estimated spending in the quarters following the outbreak of the 
Korean War and the entrance of China into the conflict. 

When the stock of durable goods was included as a variable, it 
had a positive regression coefficient which was significant, while the 
coefficients of the down-payment variable and the disposable-income 
variable were not significantly different from zero. This result, that 
consumer purchases of durable goods can be explained either by the 
stock of durables or by disposable income, but not both, is based on 
the very high correlation (.98) between these variables. Since a 
choice had to be made, the implication that consumer purchases of 
durables from 1947 to 1955 were largely determined by the trend 
growth in the stock of durables and unaffected by consumer income 
was rejected. The basis of rejection was that the positive relation- 
ship between consumer spending on durables and the stock of dura- 
bles does not agree with the a priori assumption that the larger the 
stock of consumer-held durables at the start of a given quarter, the 
smaller will be additional consumer purchase of them.’ In addition, 
the idea that disposable income does not affect consumer purchases 
of durables does not seem valid. The regression was therefore re- 
computed with the stock variable excluded. 

The equation and the relevant statistics were as follows: 


Cd = — 327.67 + 133.65K — 2.82D + .81M + 0.10¥ + 0.15Z, 
R = 0.80 (28.4) (1.20) (0.60) (0.06) (0.04), 


S 
Cd = Consumer spending on durable goods (real, per household, seasonally 
adjusted, quarterly estimates at annual rates), 

K = Post-Korean anticipation (three quarters) , 

D = Average down-payments index, 

M = Average maturities index, 

Y = Personal disposable income (real, per household, seasonally adjusted, 
quarterly estimates at annual rates, lagged one quarter), 

L = Personal liquid-asset holdings (real, per household, at beginning of 

_ quarter), 

R = Coefficient of correlation, 

S = Standard error of estimate. 


7. This assumption involves acceptance of a belief in the diminishing marginal utility 
of durable goods and a rejection of the hypothesis that much of consumer durable-goods 
expenditures is based on regular, periodic replacement of worn-out durables. Specific 
durable goods usually can continue in use for long periods with relatively small mainte- 
nance expenses when the general economic conditions facing a family are not propitious 
for a large expenditure on replacement. 
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Numbers in parentheses are the standard errors of the coefficients. 

The estimated and the observed series of per household consumer 
real spending on durables are compared on Chart I. The serial cor- 
relation apparent in the chart is not surprising in view of the fact 
that quarterly data are used. The Von Neumann ratio (computed by 
comparing the mean-square successive difference to the variance) is 
.92. If there is no serial correlation, then the expected value of the 
ratio is 2.0; and for a random sample of 36 observations the proba- 
bility that the ratio would be less than 1.294 is .01. Since the ratio 
obtained from our sample is .92, we reject the null hypothesis of no 
serial correlation, using the 1 per cent level of significance. The ex- 
istence of serial correlation introduces a bias in our estimates; no 
method is available for measuring the extent of the bias. 

The estimate is poorest for 1955, when it underestimates real 
spending on durables by a yearly average of $46 per household. The 
next poorest estimate is in 1952, when it overestimates real spending 
by $39 per household. The relatively low level of spending in 1952 
might be explained as the reaction to the large accumulation of con- 
sumer durables after the outbreak of the Korean War; the high level 
of spending in 1955, to competitive efforts to sell durables, especially 
automobiles, and the relatively large number of new household for- 
mations between 1954 and 1956. 

While it is impossible to estimate the precise contribution of each 
of the variables to the explanation of consumer spending on durable 
goods, an indication of their relative significances in the model can 
be shown. Chart I attempts this by showing the values of the varia- 
bles in each of the quarters. The summation of these values, quarter 
by quarter, yields the estimated amount of spending on durables. 

It appears that, aside from the post-Korean War period, the ma- 
jor variables affecting the estimated values are down-payment terms 
and liquid assets. Intercorrelation between the variables, however, 
may invalidate the conclusion that these are in fact the most signif- 
icant considerations in consumer decision-makng. 

In presenting the results of this model, some justification for the 
use of a single, least-squares, linear equation is necessary. In the ab- 
sence of evidence of non-linearity, the assumption of linear relation- 
ships between the dependent and independent variables is justified by 
the saving in computational time and effort. The least-squares esti- 

8. For a more complete description of this model and of several earlier attempts to find 
the relationship between credit terms and consumer behavior see the author’s “Instalment 


Credit Terms, Consumer Behavior, and Monetary Policy” (unpublished doctoral disser- 
tation. Stanford University, 1957). 
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CHART I 


OBSERVED AND ESTIMATED CONSUMER EXPENDITURES FOR DuRABLE GOops AND 
Factors CONTRIBUTING TO THE EXPLANATION; 1947-55 By QUARTERS 


(Constant-Value Dollars per Household) 
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mate of a single equation is acceptable when the independent varia- 
bles are predetermined. In this model, three of the variables can 
clearly be considered predetermined. Disposable income and liquid- 
asset holdings are lagged variables and therefore not influenced by 
the current value of spending on consumer durables; the Korean 
War is obviously an exogenous variable. 

Down payments and maturities, on the other hand, are the results 
of agreements between lenders and borrowers, and, since consumer 
borrowing is in part determined by spending on durables, credit 
terms may not be independent of the amount of spending. However, 
since instalment credit absorbs a small share of the total supply of 
loanable funds, it may be argued that at any time the supply of funds 
available to the borrowers has considerable elasticity and dominates 
the setting of credit terms. In addition, terms of credit probably do 
not change immediately in response to underlying changes in the 
supply and demand for instalment credit. These terms are in the na- 
ture of administered prices and respond to changes with a lag, mak- 
ing them to some extent independent of the current quarterly de- 
mand for consumer durables. Moreover, instalment credit terms are 
not the only variables that lenders may change in order to restrict 
borrowing. They can also operate on the interest charges and, more 
importantly, on the selection of borrowers. On the basis of these 
combined factors, it may be argued that required down payments 
and maturities are independent of current quarterly spending for 
durable goods. 

B. Implications for monetary policy—tIn order to examine the 
implications of this model for monetary policy, let us assume that 
the Board of Governors anticipated the 1955 buying spree and, with 
stand-by authority to impose Regulation W, required such down 
payments and maturities on instalment credit purchases that the av- 
erage of these credit terms was the same as that prevailing in 1951, 
when the regulation was in force. Under these assumptions, it is pos- 
sible to estimate consumer spending on durables and its resulting 
effect on instalment debt. 

When the average down payment and maturity of 1951 are sub- 
stituted for those of 1955, per household real spending on durables 
is reduced by $100, from $661 to $561. As noted earlier, the average 
residual between the actual and the estimated values of 1955 is $46 
per household. Assuming that the regulation would not have affected 
the residual, it can be added to the revised estimate, making esti- 
mated per household real expenditures $607. Multiplying this amount 
by the number of households and correcting for the previous price 
adjustment, estimated current dollars spent on durables is $30.4 
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billion instead of the $35.7 actually spent—a reduction of 16 per 
cent. This reduction would be greater if credit controls had reduced 
the residual in the 1955 estimate. 

Unfortunately, the indexes of down payments and maturities, 
which indicate changes in the relative sizes of these variables over 
time, do not provide sufficient information to estimate the effects of 
reduced spending and tighter credit terms on consumer borrowing. 
To do this, some Herculean assumptions involving estimates of the 
actual values of credit term variables must be made. For maturities, 
the direct estimate on which the index is based can be used. The val- 
ues on which the down-payments index is based are probably too 
high, however. Therefore, an estimate of 33 per cent for average 
down payments in the third quarter of 1951 was equated to the third 
quarter of 1951 index value of 93.° On this basis, the estimated av- 
erage downpayment for all of 1951 is 39 per cent and, for 1955, 28 
per cent. Estimated average maturities are thirteen months for 1951 
and nineteen months for 1955. 

Under the assumption that the reduction in spending on durables 
has a proportionate effect on credit granted, credit granted would be 
84 per cent of its actual value. However, higher required cash down 
payments reduce the loan value of durable goods bought and would 
reduce the credit granted still further. Loan values on durables 
would fall from 72 per cent of the value of goods purchased to 61 
per cent (the complement of the change in down payments). Thus 
the loan value of durable-goods purchases would be 85 per cent of 
their actual loan value. The combined effect of smaller purchases 
and reduced loan values would make the amount of credit granted 
71 per cent (0.84 X 0.85) of the actual credit granted, or $27.8 bil- 
lion rather than $39.1 billion. 

Continuing the assumptions, the average maturity of instalment 
loans in 1955 would be thirteen months rather than nineteen months. 
The increased rate of repayment resulting from the reduction in 
maturities, assumed to follow the application of Regulation W, 
would apply only to the $27.8 billion assumed borrowed in the year. 
If the money had been borrowed in equal monthly instalments and 
if the average maturity of each month’s borrowing had remained 
constant, five-twelfths of the total boriowed would be repaid during 
the year. (Eleven-thirteenths of the January borrowing, ten-thir- 


9. The estimate is based on the findings of P. M. Webster, “Changes in Instalment 
Credit Terms,” Federal Reserve Bulletin, July, 1951, pp. 800-806, who reported that from 
August 1 to October 27, 1951, the average down payments were as follows: new auto- 
mobiles, 47.1 per cent; used automobiles, 41.7 per cent; major household appliances, 
21.2 per cent; furniture, 21 per cent; residential repairs and improvements, 15.2 per cent, 
The average down payment estimated above is based on the weighted average of these 
categories. 
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teenths of February borrowing, etc.) This would amount to repay- 
ments of $11.6 billion on the amount borrowed in 1955. 

The debt outstanding at the beginning of 1955, the assumed ay- 
erage maturity of which is sixteen months, would give rise to repay- 
ments of $16.9 billion (twelve-sixteenths of the debt outstanding), a 
figure that would not be affected by the regulation. Thus total repay- 
ments would be $28.5 billion, $5.2 billion less than they actually 
were. The fall in repayments under the shorter maturities, when an 
increase might have been expected, is a result of the reduced borrow- 
ing assumed to take place following the application of Regulation W. 

The combined effect of the reduced borrowing and the reduced re- 
payments on the amount of credit outstanding would result in a de- 
cline of $0.7 billion instead of the increase of $5.5 billion that actu- 
ally occurred.*® Thus $6.2 billion absorbed by the instalment credit 
market in 1955 would be released, an amount greater than the $5.3 
billion reduction in consumer durable expenditures resulting from 
tighter credit terms. Since the credit released in this market might 
be made available to other borrowers (via the money markets), the 
possibility is raised that Regulation W might, in the absence of other 
curbs on spending, be inflationary. 

The answer to the problem of the economy-wide effect of Regula- 
tion W, after all its ramifications are taken into account, requires a 
quantitative estimate of a complete structural model of the econ- 
omy, with the interrelationships in the money markets and the op- 
erations of the monetary authority specified along with the behavior 
of the usual spending sectors. The work here reported has been lim- 
ited to one of the equations of such a model—an equation which 
could be solved separately because its independent variables, 
while determined by the complete model, are predetermined for the 
equation in question. In the absence of the complete model we can 
only indicate the conditions under which the tightening of instalment 
credit terms would prove deflationary. 

Within the consumer sector itself, we have seen that tighter credit 
terms will reduce consumer spending on durable goods; but, with 
this particular avenue of expenditures closed off to them, consumers 
might be inclined to increase their spending on non-durable goods 
and services. To the extent that this substitution takes place, it will 
offset the change in durable-goods spending. 


10. If the personal loan component is omitted from part of the computations on the 
grounds that it is not affected by the changes in the down-payment requirement or loan 
value of durables, then credit granted would have been $30.4 billion in 1955. Assuming 
that the regulation of maturities applies to all instalment contracts, repayments in 1955 
would be $29.6 billion, and the change in debt outstanding would be an increase of $04 
billion instead of the estimated decrease of $0.7 billion. 
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Effects outside the consumer sector will depend in part on the 
monetary effects flowing from released credit. If a portion of these 
funds should be invested in government securities, assuming that 
government spending and borrowing is independent of credit condi- 
tions, it may enable the Federal Reserve System to carry out a rela- 
tively painless open-market sale, the deflationary effect of which will 
reinforce the effects of Regulation W. (Or at least it minimizes the 
need for Federal Reserve purchases of government securities if the 
Federal Reserve should be committed to supporting the government 
security markets.) 

Whether or not suppliers of funds to the instalment credit market 
purchase government securities with the released funds, the Federal 
Reserve will be in a position to tighten credit conditions and produce 
a reduction in the money supply without arousing the ire of other bor- 
rowers who will continue to have access to as much credit as before. 
Lenders, however, will feel the pressure of the tighter monetary pol- 
icy and might object. Thus banks may oppose higher reserve re- 
quirements or higher rediscount rates. However, if the Federal Re- 
serve can withstand the pressure to relax credit conditions, it may be 
able to contract the money supply sufficiently to offset any increased 
spending financed by the credit released by the instalment credit 
markets. 

It may not be necessary for the monetary authority to constrict 
credit by the full amount of the funds released in the instalment 
credit market to preserve the deflationary effect of instalment credit 
regulation. In making expenditures, borrowers normally provide 
some of their own funds to supplement their loans. If the ratio of 
spending to credit is lower for other borrowers than for consumers, 
the released funds may finance less spending in other markets than 
those financed in the consumer durable-goods market. If this is the 
case, there will be some deflationary effect from tighter instalment 
terms even if the Federal Reserve authorities do not apply general 
credit controls. If the reverse is true, Regulation W complicates, 
rather than eases, the problem for the monetary authority. 

It seems clear from all the reservations indicated that Regulation 
W by itself cannot be relied upon to have any significant anti-infla- 
tionary effects. Coupled with general credit controls, it may have 
some impact, but then it raises a significant value-judgment ques- 
tion; for if general credit controls must be used along with Regula- 
tion W, the only justification for specific regulation on consumer 
credit must be that consumers are somehow less worthy of access to 
loanable funds than other borrowers. 








SHIFTING OF THE CORPORATE INCOME TAX: A 
DYNAMIC ANALYSIS* 


Don M. SouLE 
University of Kentucky 


RECENT empirical studies of corporate earnings tend to support the 
opinion widely held among businessmen that the corporate income 
tax is just another cost which must be charged to customers over the 
long run.* According to this view, continued business success re- 
quires that the relationship between sales revenue and cost be ad- 
justed, by whatever means possible, so that investors are adequately 
rewarded over the long run. Because earnings paid out as income tax 
cannot reward investors, income tax is regarded as a long-run cost of 
business.” In their empirical study, Lerner and Hendriksen found no 
downward trend in the after-tax rate of return on investment for all 
profitable manufacturing corporations in the United States during 
the twenty-five years 1927—52.* Although tax rates increased signifi- 
cantly over that quarter-century, the average rate of return, after 
tax, was generally preserved. Similar findings were reported by other 
writers.* Of course, this evidence does not prove that the tax burden 
has been shifted because there is no way of determining what the 
average rate of return would have been, had there been no tax. But 
the possibility of shifting is strongly suggested by the failure of 

* Acknowledgment is made to Dr. Robert E. Hill for helpful comments on an earlier 
draft of this paper. 


1. Some of the many examples of business opinion may be found in Paul W. Ellis, 
Effects of Taxes upon Corporate Policy (New York: National Industrial Conference 
Board, 1943), p. 58; Richard Goode, The Corporation Income Tax (New York: John 
Wiley & Sons, 1950), p. 44; Committee for Economic Development, A Postwar Federal 
Tax Plan for High Employment (New York, 1944), p. 16; statement by Mr. Louis 
Schreiber in 1947 Proceedings, National Tax Association, p. 123. 


2. Lewis H. Kimmel, Taxes and Economic Incentives (Washington: Brookings Insti- 
tution, 1950), pp. 23-26; see also the textbook summary in William H. Anderson, Taz- 
ation and the American Economy (New York: Prentice-Hall, Inc., 1951), pp. 303-10. 


3. Eugene M. Lerner and Eldon S. Hendriksen, “Federal Taxes on Corporate Income 
and the Rate of Return on Investment in Manufacturing, 1927 to 1952,” National Tax 
Journal, September, 1956, pp. 193-202. 


4. John C. Clendenin, “Effects of Corporate Income Taxes on Corporate Earnings,” 
Taxes, June, 1956, p. 396; G. Sidney Houston, “Taxation and Corporate Enterprise,” 
Annals of the American Academy of Political and Social Science, November, 1949, pp- 
94-95. For recent evidence of shifting of the British tax on corporate income see Nicho- 
las Kaldor, An Expenditure Tax (London: George Allen & Unwin, 1955), pp. 141-72. 
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after-tax earnings to decline during a long period of generally rising 
taxes. 

The importance of these empirical findings is indicated partly by 
the observation of Lerner and Hendriksen that “tax theory has not 
yet clearly delineated a single empirically verifiable process of ad- 
justment which can account for a stable rate of return in the long 
run in the face of fluctuating and rising corporate income taxes.” 
Probably of greater importance is the fact that the federal tax on 
corporate net income is justified mainly as a means of taxing that 
part of stockholder income which escapes personal income tax be- 
cause of its retention in the corporation. If this tax burden is shifted 
over the long run and is not actually borne by stockholders, the 
corporate income tax loses its chief support. 

The purpose of this paper is to attempt an explanation of how the 
corporate income tax might be shifted. The point of view taken is 
that—although it probably is impossible to prove, either empirically 
or theoretically, that the tax is shifted—the empirical evidence 
strongly suggests shifting, and some plausible explanation of method 
should be attempted. Because of these limitations, the analysis nec- 
essarily is suggestive rather than conclusive. 

It will be argued that adjustments to the corporate income tax 
have taken two different forms. The corporate income tax initially 
reduces retained earnings, and ability to finance growth and change 
out of external funds is distributed unevenly within the business sec- 
tor of the economy. As a result, some corporations are better able 
than others to adjust to changing market conditions. The end result 
is a change in relative earnings, which has the effect of shifting or 
redistributing part of the tax burden both within the large group of 
corporatons which continue to be profitable and between profitable 
corporations and unprofitable businesses (incorporated and unin- 
corporated). Another part of the tax burden has been shifted for- 
ward to consumers in the form of a greater spread between costs and 
prices. If the corporate income tax had not been levied or increased, 
more efficient use of investment (as evidenced by higher turnover 
ratios) would have allowed lower prices over the long run. Because 
of the corporate income tax, however, prices were maintained, and 
the increased earnings resulting from lower costs were used to pay 
the tax. In addition, greater use of the corporate income tax in lieu 
of other taxes has probably caused an increase in consumption, 
which, by partly offsetting the discouraging effects on investment, 


5. Lerner and Hendriksen, op. cit., p. 202. 
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could have increased aggregate demand and supported higher prices. 
However, the first step in the analysis must be a definition of “shift- 
ing” suitable for a general tax levied on corporation profits. 


SHIFTING AND THE CORPORATE INCOME TAX 


“Shifting” is a general term referring to those changes in price, 
cost, and resource allocation which occur as a direct result of the 
levying of a tax and which cause the tax burden to be distributed 
differently than if such changes had not occurred. The essential idea 
of shifting is that the real income of the person or business paying 
the tax is reduced by less than the amount of tax paid. Because of 
changes in price, cost, and resource allocation, other persons or busi- 
nesses suffer reductions in real income and thereby bear part of the 
burden. 

A particular corporation could be said to have shifted part of the 
tax burden if its earnings, after tax, were reduced over the long run 
by less than the amount of tax payments.® Its share of the tax bur- 
den could be shifted to consumers in the form of a greater spread be- 
tween cost and price or to other businesses in the form of reductions 
in earnings both before and after tax.’ This definition of shifting 
meets with the obvious criticism that it is impossible to determine 
what any particular corporation’s rate of return would have been in 
the absence of the tax. Part of this difficulty can be avoided by defin- 
ing shifting of the corporate income tax as maintenance of a fairly 
constant average rate of return, after tax, by all profitable corpora- 
tions over a long period of years during which tax rates increased sig- 
nificantly. This is the definition of shifting which allowed Lerner and 
Hendriksen to interpret their empirical findings as strongly suggest- 
ing that the corporate income tax has been shifted; it is also the 
definition implicit in typical business opinion.* Assuming that total 
net income (including tax) would be maximized whether or not a tax 
were levied, corporate earnings before tax would have to be increased 
in order to maintain after-tax earnings. Obviously, some economic 

6. This is the definition suggested by Richard Goode, “Some Considerations on the 


Incidence of the Corporation Income Tax” (discussion), Journal of Finance, June, 1951, 
p. 197. 


7. Many writers have included relative changes in earnings in the definition of tax 
shifting. For example, see Marion H. Gillim, The Incidence of Excess Profits Taxation 
(New York: Columbia University Press, 1945), pp. 16-17; George F. Break, “Excise 
Tax Burdens and Benefits,” American Economic Review, September, 1954, pp. 577-94; 
Paul Wells, “A General Equilibrium Analysis of Excise Taxes,” American Economic Re- 
view, June, 1955, pp. 345-59; E. R. A. Seligman, The Shifting and Incidence of Taxation 
(4th ed.; New York: Columbia University Press, 1921), pp. 359-60. 


8. Lerner and Hendriksen, op. cit., pp. 199-202. 
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adjustments such as changes in price, cost, and resource allocation 
would have to occur. The analysis below will concern these adjust- 
ments. 


THE TRADITIONAL ANALYSIS OF SHIFTING 


The traditional view that a tax on corporate net income generally 
cannot be shifted in either the short or the long run rests mainly on 
the apparent lack of opportunities for shifting. In the short run, a 
tax levied on a firm’s net income does not change either its marginal 
cost or its marginal revenue; therefore, the same price and level of 
output would maximize profit both before and after tax.’ Conse- 
quently, there is little possibility that the tax would be shifted in the 
short run through a change in price or output. On the other hand, 
little long-run shifting has been thought possible because of the vir- 
tual absence of untaxed uses of investment funds (so long as they are 
invested rather than consumed). Weston has shown that the cor- 
porate income tax is levied partly on long-run cost because dividends 
are included in the definition of taxable corporate net income. Since 
the marginal firm must earn adequate dividends over the long run, 
the tax prevents marginal firms from covering all costs.’® However, 
the inclusion of cost in taxable net income does not necessarily allow 
the tax to be shifted. The corporate income tax is applicable to the 
net incomes of all corporations and does not, in any practical sense, 
allow escape by migration of capital to untaxed uses such as state- 
and local-government bonds (which are limited in amount) or dif- 
ferent forms of business organization, mortgages, etc. (the earnings 
of which are subject to the personal income tax).’* It is possible, of 
course, that aggregate investment might be reduced. This, however, 
would be more likely to cause prices and output to decrease than to 


9. Richard Goode, “The Corporate Income Tax and the Price Level,” American Eco- 
nomic Review, March, 1945, pp. 40-58; “Preliminary Report of the Committee on the 
Federal Corporate Net Income Tax,” 1949 Proceedings, National Tax Association, pp. 
458-64; “Final Report of the Committee on the Federal Corporate Net Income Tax,” 
1950 Proceedings, National Tax Association, pp. 56-58; John F. Due, Government Fi- 
nance (Homewood: Richard D. Irwin, Inc., 1954), pp. 232-44. 


10. J. Fred Weston, “The Incidence and Effects of the Corporate Income Tax,” Na- 
tional Tax Journal, December, 1949, p. 310. The firm which is marginal in the sense of 
paying no corporate income tax is submarginal in the more correct sense of earning no 
pure economic profit. The corporation which pays no corporate income tax over a period 
ct aomryg is suffering losses in the economic sense and is in the process of becoming in- 
solvent. 


11. Although the earnings from many types of investment are not taxed by the corpo- 
rate income tax, most of these possible avenues of escape are blocked by the personal 
income tax (see B. U. Ratchford and P. B. Han, “The Burden of the Corporate Income 
Tax,” National Tax Journal, December, 1957, pp. 318-20; M. A. Adelman, “The Cor- 
— Income Tax in the Long Run,” Journal of Political Economy, April, 1957, pp. 

57). 
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increase because aggregate investment is a major determinant of the 
level of national income.”* If full employment were maintained at a 
lower level of aggregate investment, it would be virtually impossible 
to determine whether these economic changes were caused by the 
corporate income tax; consequently, any resulting changes in real na- 
tional income and the rate of economic growth could hardly be 
classed as tax shifting.”* 

Thus the conclusion most often reached by traditional analysis is 
that a general tax levied mainly on economic profit cannot be shifted 
to any great extent because (1) it affects neither cost nor demand, 
(2) there are few effective ways for profitable investment to avoid 
paying tax, and (3) diversion of funds from investment to consump- 
tion would cause economic changes too general to be included in the 
usual definition of shifting. It is customarily concluded, therefore, 
that most of the corporate income tax must be paid out of a reduc- 
tion in excessive profits, if any exist, or a reduction in the normal 
rate of return on investment allowed by a reduction in the oppor- 
tunity cost of investment funds. 

It is difficult to refute the apparently watertight logic of the tradi- 
tional analysis. However, a plan of attack is suggested by the em- 
pirical studies. Instead of beginning with certain assumed conditions, 
introducing a tax, and then reasoning to a conclusion as in the tradi- 
tional analysis, we might work backward from a reasonably expected 
conclusion to determine how and why these end conditions might 
result. That is, an inductive approach, beginning with a hypothesis 
based on empirical evidence and proceeding through analysis to a 
theoretical explanation, might be substituted for the deductive ap- 
proach of the traditional analysis. 

The most plausible hypothesis, supported by both empirical evi- 
dence and economic theory, is that some positive rate of return on 
investment (net of tax), on the average and over the long run, is a 
necessary cost to society of maintaining, improving, and increasing 
its productive facilities..* Levying a tax on corporate net income 


12. Goode, “The Corporate Income Tax and the Price Level,” pp. 50-51. 


13. “Final Report of the Committee on the Federal Corporate Net Income Tax,” 
1950 Proceedings, National Tax Association, p. 57. 

14. The empirical studies referred to above which fail to show any substantial, long- 
run reduction in average rates of return (after tax) for all profitable corporations 
strongly suggest either that the previous rate of return was nearly the minimum which 
would maintain investment or that the institutional arrangements allowing excessive 
profits to be earned were not changed by the tax. Although the corporate and personal 
income taxes substantially eliminate untaxed uses of investment funds, economic theory 
teaches that the discomforts of foregoing consumption and/or giving up liquidity as well 
as the risks of investing must be adequately rewarded over the long run or the alter- 
natives of consuming and hoarding will be encouraged. 
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drives a wedge, so to speak, between sales revenue and conventional 
long-run cost, which requires that sales revenue be increased or cost 
of production reduced if former after-tax earnings are to be restored. 
The process of adjustment by which a favorable relationship be- 
tween cost and sales revenue might be maintained will be analyzed in 
two parts. The first will consider differences between business firms 
in their ability to adjust cost and sales revenue over the long run. 
The second will be concerned with all profitable corporations in the 
aggregate. 


EcoNOMIC CHANGE AND REDISTRIBUTION OF TAX BURDEN 


Degrees of business success (measured in terms of staying in busi- 
ness and earning adequate profits) differ widely among business firms 
for a variety of reasons. But a major reason surely must be the dif- 
ferences in ability to make adjustments in such basic determinants 
of profit and loss as number of customers (influenced by price, ad- 
vertising and selling effort, quality of product, etc.) and number of 
units of product per dollar of cost (influenced by type and quality of 
productive facilities, efficiency of productive methods, etc.). The 
corporate income tax does not remove the basis for these differences 
in ability to achieve business success. Indeed, the corporate income 
tax may accentuate these differences because of its effect on sources 
of investment funds used for growth and change. 

Ability to grow and change is affected by the corporate income tax 
because of the common practice of relying heavily on retained earn- 
ings for corporate expansion. The corporate income tax has a much 
greater effect on retained earnings than on dividends and therefore 
appears to be a direct tax on a chief source of growth funds.”® Re- 
tained earnings seem to be the preferred source of growth funds for 
larger corporations, resort being made to external equity sources 
mainly when retained earnings are inadequate to finance the desired 
rate of expansion.’® This tendency is generally thought to be more 
pronounced in the case of small- and medium-sized corporations 
which have greater difficulty in finding other sources of growth funds 
because they lack established credit ratings and earnings records."’ 


15. Sergei P. Dobrovolsky, Corporate Income Retention, 1915-43 (New York: Na- 
tional Bureau of Economic Research, 1951), pp. 2-8, 37-38, 68; Albert R. Koch, The 
Financing of Large Corporations, 1920-1939 (New York: National Bureau of Eco- 
nomic Research, 1943), p. 83; Joel Dean, Managerial Economics (New York: Prentice- 
Hall,.Inc., 1951), p. 573; Due, op. cit., pp. 237-38. 

16. Joel Dean, op. cit., pp. 580-81; and Capital Budgeting (New York: Columbia 
University Press, 1951), pp. 53-56. 

17. A..D. H. Kaplan, Small Business: Its Place and Problems (New York: McGraw- 
Hill Book Co., 1948), p. 242; J. Keith Butters and John Lintner, Effects of Federal 
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Recent research has shown much greater availability of funds for 
small businesses (defined as having assets under $1 million) than 
most authorities have thought.’® Still, the available evidence indi- 
cates that great differences exist in ability to finance growth and 
change from external sources and that such ability generally increases 
as size of firm increases. The corporate income tax need not drasti- 
cally limit growth and change for corporations with good earnings 
records, credit ratings, and the ability to sell stocks and bonds to the 
general public or to borrow from banks. It has a crippling effect, 
however, on those corporations which must rely mainly on retained 
earnings for new investment funds. For these reasons, a corporate 
income tax, which tends to be paid mainly out of retained earnings, 
appears to have a differential effect on ability to finance growth and 
change.’® 

New investment funds would not be needed in a static economy 
with no change in either the amount or the composition of total out- 
put. But in a dynamic economy there are almost continual changes 
in the amounts, types, qualities, and prices of products, the types and 
qualities of productive facilities and techniques, and the amounts 
and methods of advertising, sales promotion, etc. From the in- 
dividual corporation’s point of view, it must make similar changes if 
it would maintain its share of an expanding and changing market and 
continue to earn an adequte rate of return on investment.”° But most 
of these changes require increases in investment, and the corporate 
income tax reduces a major source of growth funds. For the corpora- 
tion which lacks access to external investment funds, the corporate 
income tax severely limits its ability to make those adjustments 


Taxes on Growing Enterprises (Boston: Harvard University, Graduate School of 
Business Administration, 1945), pp. 2, 3, 61, 67-69; Lawrence H. Seltzer, The Nature 
and Tax Treatment of Capital Gains and Losses (New York: National Bureau of 
Economic Research, 1951), p. 225; John Lintner and J. Keith Butters, “Effects of 
Taxes on Concentration,” in Business Concentration and Price Policy (Princeton, N.J.: 
National Bureau of Economic Research, Princeton University Press, 1955), pp. 255, 
257-58, 264-68. 


18. Irving Schweiger, “Adequacy of Financing for Small Business since World War 
II,” Journal of Finance, September, 1958, pp. 323-47. This study of small business 
mainly concerned unincorporated businesses and does not necessarily contradict the 
widely held belief that large and well-established corporations are better able to 
obtain investment funds from outside the business than are small and, especially, new 
corporations. 


19. Clifford D. Clark, “A Note on Investment Activities and the Graduated Cor- 
porate Tax,” Journal of Finance, March, 1957, p. 49; J. K. Galbraith, The Affluent 
Society (Boston: Houghton Mifflin Co., 1958), pp. 235-36, 240. 


20. John Burr Williams, The Theory of Investment Value (Cambridge: Harvard 
University Press, 1938), pp. 80-83, 443; Richard E. Slitor, “The Role of Corporate 
Income Taxation,” National Tax Journal, September, 1954, p. 237; Seltzer, op. cit., 
p. 225; Dean, Managerial Economics, pp. 10-11. 
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which are a practical necessity for long-run profitability. The cor- 
porate income tax accentuates already existing differences in ability 
to obtain investment funds. 

It is possible to conclude from the foregoing analysis that the 
burden of the corporate income tax has been redistributed within 
the business sector of the economy over the long run because of dif- 
ferences in ability to obtain investment funds and therefore to adjust 
to changing market conditions. Part of the tax burden has been 
shifted from all profitable corporations, in the aggregate, to those 
corporations (and, to some extent, other business firms) which suf- 
fered losses. This type of shifting partly explains the fairly constant 
after-tax rate of return on investment for all profitable corporations 
over the long run. Redistribution of the tax burden within the large 
group of corporations which continue to earn profits and pay tax 
over the long run would not be indicated by empirical studies of 
earnings of all profitable corporations. It must be admitted that dif- 
ferences in such abilities would exist even in the absence of a tax on 
corporate net income and that some changes in market shares, rates 
of return, etc., would occur over the long run because of such dif- 
ferences. But the corporate income tax is a separate factor, inde- 
pendent of and in addition to those already existing factors, which 
causes additional and different changes in market shares and earn- 
ings over the long run.*? Those changes which would not have 


21. This process of tax shifting in a dynamic economy could be restated in formal 
terms similar to those used in the traditional analysis. The corporate income tax does 
not affect the firm’s marginal cost and revenue curves during a particular short period 
of time, but the relevant consideration in a dynamic analysis is how these curves might 
be changed over a longer period of time. In a continually changing and expanding mar- 
ket, the firm which does not improve the quality of its product or productive methods 
and facilities is in danger of suffering a reduction in earnings over the long run. This 
reduction in earnings would be caused by a reduction in the demand for its product 
and greatly increased sales by other firms. Greatly increased sales by other firms would 
result pait'y from improvements in types and quality of product, improved selling 
techniques, etc., and partly from reductions in per unit cost of production. They could 
sell an improved product at a lower cost. Thus the firm which lags behind other firms 
in making such improvements may experience a reduction in the spread between its 
revenue and cost because of adjustments which normally take place over the long run 
in a changing and expanding economy. As explained above, the corporate income tax 
has a differential effect on ability to finance these changes in products and productive 
facilities because of differences among firms in ability to acquire external funds when 
retained earnings are reduced by tax. Consequently, the corporate income tax may 
cause changes in the cost and revenue curves of firms over the long run, even though 
it may not change them in the short run. Because these changes do not occur in the 
same direction for all firms, a part of the tax burden is, in effect, shifted from success- 
ful to unsuccessful corporations over the long run. Those changes in business profits 
which would not have occurred, had there been no corporate income tax, can be con- 
sidered tax shifting jusi as correctly as are reductions in consumer real income which 
result from the levying of a partial excise tax. In either case, the firm paying tax to 
government does not suffer an equal reduction in net income. The excise-tax burden 
is shifted mainly to consumers in higher prices; the corporate-tax burden is shifted (in 
part) from successful to unsuccessful firms in the form of relative changes in after-tax 
earnings. 
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occurred, had there been no tax, can properly be classed as shifting 
of the tax burden. It probably is impossible, however, to determine 
their amount or importance. Consequently, any claim for validity of 
this theoretical explanation must depend upon its inherent reason- 
ableness. 

Given a continually changing business environment, a tax on 
corporate net income which tends initially to reduce internally gen- 
erated investment funds (and a personal income tax which has simi- 
lar effects on unincorporated businesses), limited access to external 
funds by some corporations but not by others, and empirical evi- 
dence that after-tax rates of return have not been reduced signif- 
icantly (on the average, for all profitable corporations over the long 
run), it seems reasonable to conclude not only that the corporate in- 
come tax burden is borne unequally within the large group of corpo- 
rations which earn profits and pay taxes but also that profitable 
corporations are able to shift part of the tax burden to those corpo- 
rations and other business firms which become unprofitable because 
of the differential effect of income taxes on ability to obtain invest- 
ment funds. 


Cost-PRICE RELATIONSHIPS AND FORWARD SHIFTING 


There are two possible methods by which the corporate income 
tax burden could be shifted forward to consumers. First, the same 
amount of total production could be sold at higher prices if aggregate 
demand were increased. Second, reductions in cost of production 
might not be accompanied by reductions in selling price, thus causing 
price to be higher relative to cost without the need for an increase in 
aggregate demand. By either method, the spread between sales rev- 
enue anc cost of production could be widened, and payment of the 
corporate income tax could be accomplished without a reduction in 
the average after-tax rate of return on investment for all profitable 
corporations over the long run. The fact that both prices and costs 
were rising (in money terms) over much of this period does not con- 
tradict the above statements. They concern relative changes and con- 
sider the possibility that the long-run relationship between cost and 
price might be different because the corporate income tax was levied 
or increased. 

The empirical study by Lerner and Hendriksen, which showed a 
long-run increase in the before-tax rate of return on investment, also 
showed a long-run increase in turnover ratio, indicating that more 
sales dollars were being earned per dollar of investment.** The impli- 
22. Lerner and Hendriksen, op. cit., pp. 200-202. 














ing 
ine 
of 
on- 


nal 
Vi- 
if- 
yng 


pO- 
ble 
po- 
use 
st- 


me 
me 
ate 
ion 
ing 
in 
ev- 
the 

in 
ble 
sts 
on- 


ind 
ied 


la 
Iso 
ore 
vli- 








Shifting of the Corporate Income Tax 399 


cation is that more effective use of investment allowed the average 
rate of return to be increased before tax and maintained after tax. 
That is, part of the corporate income tax could have been paid out of 
the savings resulting from more efficient use of investment.”* Had 
there been no tax on corporate net income, it could reasonably be 
expected that competition would have caused these savings to be 
passed on to consumers in lower prices over the long run. But with 
all profitable corporations experiencing similar increases in tax obli- 
gations (which business typically regards as costs), the savings from 
more efficient use of investment were offset by another type of cost. 
Thus the basis for a competitive decrease in price was eliminated. 
As a consequence, cost of production plus tax obligation maintained 
approximately the same relationship to selling price (on the average 
over the long run), and the corporate income tax was paid by con- 
sumers in the form of prices which did not decrease. This process of 
forward shifting is essentially one of increased prices relative to pro- 
duction cost, but the analysis avoids the difficult problem of increas- 
ing aggregate demand. 

It is unlikely that all corporations would share proportionally in 
the savings resulting from more effective use of investment or 
would have equal ability to maintain rates of return on investment 
after tax. Those corporations with above-average increases in sales 
per dollar of investment could more than pay the corporate income 
tax, even though their tax liabilities would be higher because of 
higher earnings. Other corporations would suffer relative decreases 
in their rates of return after tax. However, such relative changes in 
after-tax rates of return could be classed as tax shifting only to the 
extent that they were caused by the tax and would not have occurred 
otherwise. The initial or short-run effect of the corporate income tax 
is to reduce a corporation’s after-tax rate of return; this would pro- 
vide an incentive to reduce cost or raise price so as to restore the rate 
of return. Hence some of the increase in turnover ratio and relative 
changes in earnings could reasonably be attributed to the corporate 
income tax. It would seem best, however, to regard these changes in 
relative earnings as an aspect of the long-run process of changing 
market shares and earnings described earlier in this paper as result- 
ing mainly from differences in ability to finance growth and change. 
Additional forward shifting to consumers could take the form of 
price increases supported by an increase in aggregate demand. If 


23. Another type of cost reduction providing funds for payment of the corporate 
income tax has been the tendency for interest rates to decline over the long run, thus 
reducing the opportunity cost or imputed interest associated with stockholders’ invest- 
ment. 
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some part of the higher level of aggregate demand did not occur in 
the absence of the corporate income tax, some of the reduction in 
consumers’ real incomes resulting from higher prices would fit our 
definition of tax shifting. The corporate income tax could cause an 
increase in aggregate demand insofar as aggregate investment is not 
reduced by the full amount of the tax payment. 

The corporate income tax reduces a major source of investment 
funds but does not at the same time reduce the desire to invest by an 
equal amount. As noted above, the corporate income tax is paid 
mainly out of corporate saving and has little direct effect on divi- 
dends and consumption. Most other taxes bear on consumption to a 
much greater degree. Therefore, use of the corporate income tax 
rather than greater use of other taxes has the effect of causing con- 
sumption to be a higher percentage of national income than it other- 
wise would be. This increased level of consumption, combined with 
government expenditures out of tax revenue (which would be the 
same, regardless of the types of taxes used), constitutes an increase 
in spending by businesses’ two main customers—consumers and 
government. Unless investment were reduced sufficiently to offset 
the higher spending by consumers, the sum of the component parts 
of aggregate demand would be larger, and total spending in the econ- 
omy would be higher. That is, a higher level of total spending would 
result if the decrease in saving (associated with the increase in con- 
sumption) were not accompanied by an equal decrease in invest- 
ment. Planned investment would exceed planned saving, and spend- 
ing would increase. The crucial questions are whether businessmen 
ould desire to reduce investment when the sum of spending by con- 
umers and government has increased and whether investment funds 
ould be obtainable. 

Admittedly, the corporate income tax reduces the rate of return 
on investment below what it would be if there were no tax. The tax 
is paid in the first instance out of corporate profits; the tax payment 
causes earnings before tax and after tax to differ in any particular 
year. There is reason to believe, however, that after-tax earnings 
would not be reduced over the long run by the full amount of the tax 
because earnings before tax would be increased. Before-tax earnings 
would be increased because of higher spending by consumers. That 
is, part of the tax would be paid out of increased sales revenue re- 
sulting from the higher level of spending by consumers; increased 
spending by consumers would initiate an upward movement in total 
spending which would partly offset the discouraging effects on in- 
vestment of the tax on corporate profits. 
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The essential point of this argument could be brought into sharp 
focus by considering how the desire to invest would be affected if 
spending by consumers and government were to increase for some 
autonomous reason and a corporate income tax were neither levied 
nor increased. In this case, it clearly would be reasonable to expect 
an increased desire to invest. Likewise, the desire to invest could 
hardly be expected to decrease by the full amount of the corporate 
income tax if, as described above, total spending by consumers and 
government were increased. Therefore, an increase in aggregate de- 
mand would result, and part of the tax burden could be shifted for- 
ward in higher prices, provided that the necessary investment funds 
could be obtained. Without entering into a lengthy discussion of the 
availability of funds, it would seem adequate for the purposes of 
this analysis to note that when savings are inadequate, increased in- 
vestment may be financed by a more efficient use of existing cash 
balances or mainly by expansion of a generally flexible supply of 
bank credit. No matter how undesirable it sometimes might seem, an 
increased desire to invest has usually been accommodated by an ex- 
pansion of bank credit. 

On the basis of this analysis, there is some reason to believe that 
the corporate income tax exerts pressure for an increase in aggregate 
demand and thus allows forward shifting to consumers in higher 
prices. This is not to deny that government spending could become 
a larger percentage of real national income, that some corporations 
would be unable to replace retained earnings with external funds, or 
that there are numerous other forces causing changes in aggregate 
demand and the price level. All that is contended is that resistance 
by businessmen, in the aggregate, to a reduction in their usual source 
of growth funds would cause an increase in aggregate consumer de- 
mand which would allow forward shifting of the corporate income 
tax. Forward shifting through an increase in aggregate demand 
might not occur immediately but might require several years, and it 
is doubtful whether shifting would occur during a period of depres- 
sion when all or most corporations suffer reduced earnings and 
losses. Shifting to consumers either in higher prices or in constant 
prices with lower costs could most likely occur over the long run. 


CONCLUSION 


The corporate income tax drives a wedge, so to speak, between the 
corporation’s sales revenue and cost of production. The initial effect 
is to reduce net income and, especially, retained earnings. Main- 
tenance of essentially the same after-tax rate of return on investment 
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over the long run requires that either sales revenue be increased or 
cost of production reduced. An attempt has been made in this paper 
to demonstrate three methods by which corporations have adjusted 
to the corporate income tax. Part of the tax burden has been redis- 
tributed within the business sector of the economy in the form of 
changes in relative earnings resulting from differences in abilty to 
finance change and growth when a major source of funds—retained 
earnings—is reduced by tax. Not only has the distribution of tax 
burden among profitable corporations been different than intended, 
but some of the tax burden has been shifted from profitable corpora- 
tions, in the aggregate, to unprofitable business firms in the form of 
reduced earnings and losses. Another part of the tax burden has been 
shifted to consumers in the form of a greater spread between prices 
and costs, resulting partly from higher prices and partly from cost 
reductions which otherwise would have been passed on to consumers 
in lower prices. The net result of these effects would tend to explain 
(1) the failure of empirical studies to find a downward trend in the 
average after-tax rate of return on investment for all profitable 
corporations; (2) the opinion widely held among successful busi- 
nessmen that they are shifting the tax; and (3) the complaints by 
many other businessmen that income taxes directly reduce their 
chief source of growth funds and are a major cause of their inability 
to adjust to the changing business environment and to maintain 
satisfactory earnings. 

What is the significance of this analysis? First, the corporate in- 
come tax, as presently levied, places an excessive burden on those 
corporations which are heavily dependent upon retained earnings for 
new investment funds. Because of the advantage which large and 
well-established corporations have in obtaining external funds, the 
corporate income tax may tend to encourage greater concentration 
of industry. Second, the relative importance of the corporate income 
tax in the revenue system might well be excessive if a large part of 
the burden is on consumers rather than stockholders. Congress might 
react differently to a sales tax, as such, than to a sales tax disguised 
as a tax on corporate profits. Third, the analysis suggests that tax- 
able corporate net income might well be redefined to exclude all the 
long-run costs of business. These would include, as a minimum, earn- 
ings sufficient to pay stockholders the opportunity cost of their in- 
vestment and, possibly, some amount of retained earnings for 
growth. This would be especially true of those corporations which 
are substantially unable to finance growth out of external funds. 
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COMMUNICATIONS 


A NOTE ON BANK EARNINGS AND SAVINGS 
DEPOSIT RATE POLICY 


Davin A. ALHADEFF* and CHARLOTTE P. ALHADEFF 


For SEVERAL years prior to 1957, commercial banks were relative 
losers in the race to attract savings deposits. On December 3, 1956, 
the Board of Governors of the Federal Reserve and the FDIC au- 
thorized their member institutions to increase the rate paid on time 
and savings deposits by 4 per cent, effective January 1, 1957.* Pur- 
suant to this announcement, the commercial banks raised rates on 


TABLE 1* 


DISTRIBUTION OF INCREASES IN TIME 
AND SAVINGS DEPOSITS, 1954-57 


Mutual 

Commercial Savings Savings Total 

Banks and Loan Banks (Billions 

Year (Per Cent) (Per Cent) (Per Cent) of Dollars) 
1954.... 29.3 48.9 ; | 9.2 
> = 19.3 59.0 21.7 8.3 
1956... 23.9 55.4 20.7 9.2 
| 44.4 41.0 14.5 33.7 


* Source: Computed from figures in Savings and Loan Fact Book (1958), p. 12. 


time and savings deposits. Operating results for commercial banks in 
1957 provide a basis for evaluating the results of more intensive rate 
competition during that year. In this paper we examine two key 
questions: (1) What was the impact on the commercial banks’ share 
of time and savings deposits? (2) What was the impact on the com- 
mercial banks’ net earnings? 


I. Impact ON DISTRIBUTION OF SAVINGS DEPOSITS 


Table 1 shows how the increases in time and savings deposits were 
distributed among commercial banks, savings and loan associations, 
and mutual savings banks from 1954 through 1957. The absolute in- 
crements to savings deposits ranged between $8.3 and $11.7 billion. 
From 1954 through 1956, the commercial banks’ share of the annual 


* University of California, Berkeley. 
1. Cf. Federal Reserve Bulletin, December, 1956, p. 1312. 
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increment was roughly the same as for mutual savings banks and 
very significantly below the savings and loan associations’ share, 
After the increase in time deposit rates in commercial banks in 1957, 
the commercial banks’ share surged dramatically forward and out- 
stripped both rivals. There can be no doubt that the higher-rate 
policy on commercial bank time deposits was eminently successful if 
measured by its impact on the commercial banks’ share of the incre- 
ment of total savings deposits. 


II. Impact ON COMMERCIAL BANK EARNINGS 


It has been suggested that, at the end of 1956, “. . . credit demands 
and rates of return on loans and investments made it more profitable 
for banks to attract time deposits than at any other time in over 25 
years.”* In this section, we shall examine the results of the higher- 
rate policy on commercial bank earnings. 

Earnings of the banking system.—For purposes of this inquiry, 
the relevant years are 1956 (the year preceding increased rates on 
commercial bank time deposits) and 1957 (the first year of higher 
time deposit rates). The relevant profit measure is net current earn- 
ings before income taxes. This measure shows directly the net effect 
of the increased operating costs from higher time deposit rates and 
any changes in earnings (and/or assets) associated with the higher 
outlays.* 

In 1956, insured commercial bank earnings were $7,231,921,000, 
and expenses were $4,457,198,000; in 1957, earnings were $8,050,- 
416,000 and expenses were $5,119,182,000. Thus net current earn- 
ings before income taxes in 1957 were almost $157 million larger 
than in 1956.* This change was small, but it was positive. However, 
the increase in net current earnings is not conclusive evidence of the 
success of the higher-rate policy on time deposits. Net current earn- 
ings in 1957 were affected not only by the change in time deposit 
rates but also by higher gross rates of return on earning assets and 
the larger volume of earning assets. We can examine the relation of 
these developments to the higher-rate policy on time deposits by ask- 


2. Theodore A. Veenstra, Jr., “Growth and Structure of Time Deposits,” Federal 
Reserve Bulletin, April, 1958, p. 422. 


3. Net current earnings before income taxes differ from net profits by the net balance 
if the net amount of recoveries, transfers to and from reserves, profits, losses and 
charge-offs on loans, securities, and other assets, and income taxes. None of these items 
is directly affected by higher time deposit rates. 


4. Cf. Federal Reserve Bulletin, June, 1958, p. 719. All earnings, expense, and asset 
figures for the banking system are aggregative figures. For member banks, averages of 
individual bank operating ratios are also available. In examining results for the system, 
the former figures are more appropriate than the latter. 
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ing the broader question: How might net earnings of the banking 
system be affected by raising interest rates on time deposits? In the 
first instance, an increase in time deposit rates would, ceteris paribus, 
raise operating costs. Increased costs would reduce net earnings un- 
less compensated by higher gross earnings rates (on loans, invest- 
ments, and services), and/or by output expansion, and/or by port- 
folio redistribution in favor of higher net earning assets. 

For higher time deposit rates to bring about higher gross earning 
rates on loans and investments, assuming the demand for credit to be 
unchanged, would imply a cost-push action on the earning assets 
rate structure of banks. In a purely competitive market, costs and 
prices are linked via the impact of cost changes on the supply func- 
tioa, given the state of demand. In non-competitive markets, how- 
ever, the link between cost changes and price changes, ceteris pari- 
bus, is more tenuous. In the case of banks, market structures are 
heterogeneous and approach competition only in limited sectors of 
bank operations. Accordingly, a general rate increase based on 
higher costs cannot be anticipated with confidence for all banking 
markets. Moreover, even when partial rate increases are probable in 
particular sectors, the higher gross rates bear no predictably definite 
relation to the higher operating costs. In sum, no confident forecasts 
are possible for the system as a whole on the basis of a cost-push. 

There is less uncertainty about output expansion. To illustrate, 
assume that the banking system is normally fully loaned. Other 
things being equal, an expansion of the banking system’s output im- 
plies a prior increase in reserves. A higher rate on time deposits 
might be expected to and actually did increase the commercial banks’ 
share of the increment to the public’s total savings deposits. The 
higher-rate policy cannot (ignoring foreign balances) directly in- 
crease the volume of the system’s reserves. The higher time deposit 
rates can lead to a shift in the ratio of time to total deposits; the 
direct effect cannot include an increase in the total size of the bank- 
ing system.° 

It is possible that higher time deposit rates might decrease the 
volume of money (defined as demand deposits plus currency in cir- 
culation) by causing depositors to shift from demand to time 
accounts within the banking system. Accordingly, the higher rate on 
time deposits could indirectly influence the size of the banking sys- 


5. A higher rate on time deposits might conceivably reduce the volume of currency 
in circulation, which includes currency in private hoards. Were this to happen, both 
the deposits and the reserves of the banking system would expand. Although this pos- 
sibility exists, it can be ignored. It is unlikely that a small change in time deposit rates 
could affect significantly the volume of currency outstanding. 
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tem because of different reserves for demand and time deposits. The 
larger output (made possible by higher time deposit rates) would 
raise both total expenses and total earnings. Whether net earnings 
would increase cannot be stated a priori. 

Finally, we must consider whether the higher-rate policy on time 
deposits might lead to portfolio redistribution in favor of higher 
earning assets. Although banks generally do not segregate assets to 
correspond with liabilities, the structure of liabilities has a permis- 
sive influence on portfolio composition. Reduced liquidity needs 
might lead to portfolio redistribution in favor of higher net earning 
assets. Since this is a possible, but not a necessary, result from an 
eased liquidity position, we cannot state the net earnings results 
from a priori reasoning. 

The facts of the case-—We showed earlier that the net current 
earnings before income taxes in 1957 were $157 million larger than 
in 1956. Between 1956 and 1957, the insured commercial banking 
system grew $3.207 billion; time deposits increased $3.874 billion, 
and demand deposits decreased $667 million. Over the same period, 
net current earnings on assets rose from 1.32 per cent in 1956 to 1.36 
per cent in 1957 because total earnings increased more than total ex- 
penses as a percentage of total assets.° Total earnings on assets in- 
creased because earnings increased for each of the earning asset 
components.’ In turn, the increase in gross earnings on loans and in- 
vestments/assets largely reflected the increased gross rates of return 
on loans and investments.*® 

It is extremely unlikely that the higher gross rates on earning 
assets resulted from cost-push action by banks on the rate structure 
following the higher-rate policy on time deposits. Until the fourth 
quarter of 1957, interest rates generally continued a sharp advance, 
and the volume of total loans and investments increased in 1957. 


6. Total earnings increased 30 cents per $100 of assets (i.e., from 3.45 per cent in 1956 
to 3.75 per cent in 1957), while total expenses increased only 25 cents per $100 of assets 
(i.e., from 2.13 to 2.38 per cent). 


7. Between 1956 and 1957, gross earnings on loans as a percentage of total assets 
increased from 2.07 per cent to 2.27 per cent; gross earnings on United States govern- 
ment securities as a percentage of total assets increased from 0.64 per cent to 0.67 per 
cent; gross earnings on other securities as a percentage of total assets increased from 
0.18 per cent to 0.19 per cent; and gross miscellaneous earnings as a percentage of total 
assets increased from 0.56 per cent to 0.61 per cent. 


8. Between 1956 and 1957, the gross rate of return on loans increased from 5.03 to 
5.33 per cent; the gross rate of return on United States government securities, from 
2.31 to 2.52 per cent; the gross rate of return on other securities, from 2.29 to 2.47 
per cent. 

Unless otherwise indicated, all figures in this subsection are taken directly or com- 
puted from data in Federal Reserve Bulletin, June, 1958, p. 719. 
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There seems no reason to question the judgment of the Federal Re- 
serve that “the further upward movement [of interest rates] re- 
flected the continuing large demand for loanable funds in relation to 
the supply of savings and bank credit and a declining volume of 
Treasury debt repayment.’”® We conclude that higher-rate levels on 
loans and investments would probably have existed even without the 
higher-rate policy on time deposits. 

In principle, higher time deposit ratios can facilitate portfolio re- 
distribution in favor of higher earning assets and thereby conduce to 
higher net current earnings for the system. In fact, the increase in 
gross earnings on ioans and investments per $100 of assets is not ex- 
plained to any important degree by portfolio shifts among these com- ° 
ponents. The distribution of assets in each of the major asset com- 
ponents changed very little over the period considered.’® Moreover, 
we can largely rule out the possibility that higher time deposit ratios 
facilitated shifts to higher earning assets within the broad asset cate- 
gories. This position is based on our check of member-bank port- 
folios* for 1956 and 1957" and is reinforced by the reminder that 
portfolio composition reflects a balance among numerous considera- 
tions in addition to liability structure. 

Finally, consider the effects of an expanded output on net current 
earnings when higher time deposit rates result in higher time deposit 
ratios. The relevant comparison is between the incremental revenue} 
and incremental expense from the incremental volume of earning 
assets. The exact amount of the incremental volume of earning assets 
to be attributed to the higher-rate policy on time deposits is not 
clear. For our purposes, the exact sum is not critical as long as the 
approximation does not understate the actual figure. To avoid this 


9. Federal Reserve Bulletin, February, 1958, p. 120. 


10. Loans increased from 41.2 to 42.6 percent of assets; government securities de- 
clined from 27.8 to 26.7 per cent;. other securities increased from 7.2 to 7.8 per cent. 
Cash/assets declined from 21.8 to 21.2 per cent. (Asset and deposit figures are averages 
of amounts reported for call dates at the beginning, middle, and end of each year). If 
the 1957 earnings rates on the three types of assets had been combined with the 
portfolio distribution of these assets in 1956, total earnings would have been $3.69 per 
$100 of assets. Thus a maximum of 6 cents of the 30-cent increase in total earnings was 
from portfolio redistribution. 


11. Cf. Federal Reserve Bulletins, May, 1957, p. 542, and April, 1958, p. 452. 


12. If portfolio shifts were based on higher time deposit ratios, we should expect 
greater concentration in assets with longer maturities. A check of member-bank port- 
folios based on averages of June and December figures for 1956 and 1957 shows that 
real estate loans as a percentage of total loans actually declined from 22.9 per cent in 
1956 to 22.5 per cent in 1957. Holdings of government bonds declined from 54.2 per 
cent of the investment portfolio to 51.9 per cent; shorter-term government securities 
increased from 23.7 to 25.1 per cent of investments. All other securities increased from 
22.1 to 23.1 per cent of investments. 
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risk, we ascribe the entire increase in total earning assets between 
1956 and 1957 to the higher-rate policy on time deposits.’* We have 
shown that a higher-rate level on earning assets would have pre- 
vailed in the absence of the higher-rate policy on time deposits. Ac- 
cordingly, we credit the incremental earning assets with the same 
gross rate of return as the total earning assets in the 1957 portfolio." 
The marginal cost of the incremental output includes the outlays 
for interest on time deposits and the outlays for additional operating 
expenses, which, incidentally, rose as a result of the general rise in 
factor price levels during the period. To avoid the risk of overstating 
the incremental expenses on the incremental output, we deliberately 
limit it to the incremental amount paid on the time deposits.” Not- 
withstanding the conservative calculations, marginal cost on the 
incremental output exceeded marginal revenue by $140,893 ,000. 

As the final step in this analysis, we convert the above figure to an 
asset base. We showed earlier that net current earnings on assets in- 
creased from ..32 per cent in 1956 to 1.36 per cent in 1957.’ It is 
now apparent that, without higher interest rates on time deposits, net 
current earnings in 1957 would, at a minimum, have been 1.46 per 
cent instead of the realized figure of 1.36 per cent.’” 

Size effect versus cost effect-——The size effect of a higher-rate 
policy on time deposits is important for earnings. For the system, the 
size effect depends on liberating existing reserves following higher 
time deposit ratios. For an individual bank, the size effect might be 
based on increasing reserves as well as liberating existing reserves. 
Notwithstanding this potential difference, it is unlikely that most in- 
dividual banks earned higher net current earnings in 1957 because 
of the higher-rate policy on time deposits. 

Higher rates on time deposits can raise time deposit ratios by at- 
tracting (a) deposits of individuals and corporations away from 


13. This incremental output amounted to $4,729,494,000. 
14. The revenue from these incremental assets was equal to $194,965,000. 
15. On this basis, marginal cost amounted to $335,858,000. 


16. Net current earnings on capital fell from 17.84 per cent in 1956 to 17.71 per cent 
in 1957. 


17. Since interest rates were rising and loans were increasingly important in the 1957 
portfolios, it might be argued that these calculations should be based on a higher earn- 
ings rate for the incremental assets. The actual gross rate of return on loans and in- 
vestments in 1957 was 4.11 per cent. If we recalculate the incremental earnings at a 
much higher rate, say 6 per cent, the incremental earnings from the incremental assets 
would be $284,000,000. On this basis, net earnings in 1957 would have been 1.42 per 
cent without higher time deposit rates, rather than the 1.36 per cent which was actually 
earned. It should be stressed, however, that the calculation in the text has overstated the 
relevant volume of incremental earning assets and understated the incremental expenses. 
It would appear, therefore, that the figure of 1.46 per cent in the text is conservative. 
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other banks, (5) time deposits from non-bank intermediaries, and 
(c) more time deposits from the bank’s own customers by inducing 
them to economize on demand deposits. The first alternative does not 
change the status quo among competing banks when all the banks in 
a community raise time deposit rates. Hence the size effect is zero, 
but the cost effect is fully felt. The second alternative might or might 
not be largely self-canceling. If the intermediary is a depositor of 
the commercial bank, time deposit ratios rise with no change in total 
deposits. The potential size effect is limited to the different reserve 
requirements on time and demand deposits, with no increment to the 
volume of reserves. The cost effect would include the larger interest 
outlays on all time deposits plus the net difference in operating cost 
for the funds shifted from demand to time deposits. If the inter- 
mediary is a depositor of a different commercial bank, the net change 
in time deposit ratios is likely to be small.’* In the absence of special 
controlling circumstances, induced shifts of deposits among banks 
would probably be largely self-canceling. Accordingly, the net size 
effect on the winning banks would be small, whereas the cost effect 
would be fully felt, as described above. The third alternative limits 
the potential size effect to the difference in reserve requirements. 
However, the cost effect from higher time deposit rates extends to 
the entire volume of time deposits plus the net difference in handling 
costs for funds shifted from demand to time deposits. For the three 
alternatives, therefore, the likely result of higher time deposit rates + 
is a small size effect and a relatively large cost effect. 

Consider, now, the effects on earning assets of an independent 
increase in interest rates. With the same time deposit ratios and with 
no increase in time deposit rates, higher interest rates on earning 
assets would obviously raise net earnings on total assets. With higher 
time deposit ratios stimulated by higher time deposit rates, higher 
interest rates on earning assets might raise net earnings on total 
assets. However, net earnings on total assets would probably be 
higher for the former than for the latter, because the size effect of 
the higher-rate policy would likely be small, whereas the cost effect 
would be relatively large. 


III. SUMMARY 


The increase in time deposit rates in 1957 resulted in a Pyrrhic 
victory for the commercial banks, at least in terms of operating re- 


18. It is unlikely that actual transfers from non-bank intermediaries to commercial 
banks would force any significant amount of asset liquidation in the non-bank inter- 
= Were this to happen, however, our conclusions would not be appreciably 

ected. 
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sults for 1957. On the positive side, the commercial banks did suc- 
ceed in stemming the flow of time deposits to the savings and loan 
associations. On the negative side, the price of victory in the time 
deposit battle was a reduction in net earnings on assets and on cap- 
ital. This is not readily apparent in the published figures, which show 
higher net earnings for the banking system in 1957 than in 1956, 
The underlying facts become clear, however, when the net earnings 
attributable (on generous assumptions) to the higher-rate policy on 
time deposits are isolated from the actual net earnings. On this basis, 
we have shown that the banking system would have earned higher 
net current earnings on assets in 1957 without the higher-rate policy 
on time deposits. We have also shown that a similar conclusion is 
probable for most individual banks. 
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A NOTE ON THE SMALL MORTGAGE MARKET 
JaMEs GILLIEs and CLAYTON CuRTIS 
University of California, Los Angeles, and University of Florida 


IN A RECENT issue of this Journal Professor James C. T. Mao pre- 
sented a test of a hypothesis’ which we had advanced earlier* con- 
cerning the relationship between the structure of a local mortgage 
market and the amount of FHA and VA lending that one could ex- 
pect to find in a particular market. Since data in the original article 
were restricted to twenty-five major metropolitan areas covered in 
the 1950 survey of residential financing,® it was impossible to con- 
clude whether or not the theses applied with equally satisfactory 
results to non-metropolitan areas.* 

Professor Mao’s note, however, does apply the hypothesis to a 
non-metropolitan area (Ann Arbor) and concludes: 

This paper has shown that in 1956, at least, the market structure did not pro- 
vide us with an accurate basis for predicting the impact of FHA and VA pro- 
grams on the Ann Arbor market. This is due to the fact that major types of 


lenders there deviated significantly from their respective national patterns re- 
garding the extent of conventional versus insured lending.5 


It is the purpose of this note to add to the knowledge on small-city 
mortgage markets from several sources of information not available 
at the time of our original article. It is hoped that this information, 


1. James C. T. Mao, “The Impact of Federal Mortgage Insurance Programs on Ann 
Arbor’s Home Mortgage Market, 1956,” Journal of Finance, September, 1958. 


2. James Gillies and Clayton Curtis, “The Structure of Local Markets and Govern- 
ment Housing Programs,” Journal of Finance, September, 1955. Briefly stated, our 
hypothesis is that, since lending institutions operate with significantly different sets of 
attitudes toward FHA and VA lending, knowledge of the relative importance of the 
major institutions in a market can be used to predict the amount. of FHA and VA 
lending that will be done in the market. For the purposes of this note a small local 
a market is defined as one in which lending institutions serve less than 100,000 
people. 


3. Census of Housing 1950, Vol. IV: Residential Financing, Part 2, “Large Standard 
Metropolitan Areas.” 


4. Gillies and Curtis, op. cit. p. 366: “Since the data used are for major metropolitan 
areas only, it is not known whether or not the conclusions are applicable to non-metro- 
politan mortgage markets.” 


5. Mao, op. cit., p. 416. Professor Mao also notes that his investigation reveals that 
there are factors other than the market structure which have a significant effect on 
the kinds of lending done in any given local market. Some of these are the income and 
wealth position of home buyers, the level of construction costs, and the appraisal 
policies of the FHA and VA. 
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together with the studies of Mao and others, will make possible the 
constructon of a model of mortgage markets which will expand our 
ability to predict happenings in this important area of capital for- 
mation. 

First, with respect to the participation of small-city institutional 
leaders in the government-insured and -guaranteed loan programs 
there is information, in addition to that of Mao, for two other small 
markets. They indicate that lenders in these markets tend to make 
a much smaller proportion of their loans in the form of FHA and 
VA mortgages. The first such market is Middletown, Connecticut, 
which has a combination of mutual savings banks and commercial 
banks as the dominant lenders.® In large markets with similar mar- 
ket structures the smallest proportion of all loans made which were 
insured or guaranteed was 40 per cent,’ while in the same period in 
the Middletown market the proportion of loans under government 
programs was only 19.1 per cent.® 

The other small market for which specific data are available is 
Hagerstown, Maryland.*® In Hagerstown the shares of the total lend- 
ing volume are fairly evenly divided among the commercial banks, 
insurance companies, and savings and loan associations, and the 
ratio of FHA to all loans is about 27 per cent, which is somewhat 
lower than would be anticipated from a market structure of this 
kind.*® 

Thus there are three cases of small markets in which the results 
in terms of participation in FHA and VA financing are lower than 
would be predicted on the basis of the structure of the markets. 

In addition to the information on these specific markets, there are 
also available some related data on small markets and on small insti- 
tutional lenders, both of which can be used to draw inferences as to 
the effect of structure on loan distribution in small markets. Pro- 
fessor Morton, in his summary of the National Bureau of Economic 
Research series in urban mortgage lending, reaches the conclusion 

6. William N. Kinnard, Jr., “The Mortgage Market of Middletown, Connecticut,” 
Land Economics, May, 1956. 


7. James Gillies and Clayton Curtis, Institutional Residential Mortgage Lending in 
Los Angeles County (Los Angeles: University of California, 1956), p. 197, Table 26. 
There were three large markets with such a structure—New York, Buffalo, and Albany 
—and the proportion of all loans made in these markets which were FHA and VA 
mortgages were 48, 42, and 40 per cent, respectively. 

8. Kinnard, op. cit., Supplementary Tables 2 and 5. 


9. J. and H. Cover, et al., Residential Mortgage and Construction Financing, Hagers- 
town, Maryland (College Park: University of Maryland, 1951). 


10. lbid., pp. 8-10. 
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that the debt-to-value ratio on single-family dwellings appears to be 
positively correlated with the size of the market.’’ This was true in 
1920 and in 1940. In 1940 the ratios for all sizes of cities were 
higher than in 1920, presumably because of the influence of the 
FHA program, but the differential between the smallest and the 
largest markets widened only slightly during the twenty-year pe- 
riod.” This suggests that, in smaller markets, loans are made on a 
more conservative basis than in larger markets, at least with respect 
to down payments, and that, in the period for which FHA financing 
was available, conventional loans were perhaps used more frequently 
than non-conventional loans.** 

More relevant for our purposes are the data presented by Morton 
on the relationship between the size of financial institutions and the 
proportion of their mortgage portfolios held in FHA and VA loans."* 
For all the major financial institutions—commercial banks, savings 
and loan associations, mutual savings banks, and life insurance com- 





ph 


panies—the proportion of their mortgage investments which are in 44,4 


insured or guaranteed loans is inversely’ related to their size. Further, 
the differences are significant for all institutions. Among mutual 
savings banks, the firms with the smallest portfolios placed only 30 
per cent of their holdings in FHA and VA mortgages, while for the 
group as a whole the average percentage of portfolios in insured and 
guaranteed loans was 48 per cent. Similarly, among commercial 
banks, the banks with the smallest holdings had 14 per cent of their 
mortgages in FHA and VA loans, while the average for the group 
was 54 per cent. For the life insurance companies the disparity was 
somewhat larger, with the smallest firm, in terms of mortgage port- 
folios, having about 13 per cent of all loans in insured or guaranteed 
status at the same time that the average for the group was 61 per cent. 
Finally, savings and loan associations held an average for the entire 
industry of 28 per cent of all loans in FHA-insured or VA-guaranteed 
loans, while the smallest class held only 8 per cent of all its mortgages 
in an insured or guaranteed form. 

11. J. E. Morton, Urban Mortgage Lending: Comparative Markets and Experience 
(Princeton: Princeton University Press, 1956), p. 23. 


12. Ibid. In 1920 the debt-to-value ratio for the largest cities was 44.6 per cent and 
for the smallest cities 39.9 per cent. In 1940 the debt-to-value ratio for the largest 
class had increased to 54.5 per cent, while the same ratio for the smallest cities had 
risen only to 48.4 per cent. 


13. There are, of course, alternative explanations, including a more rapid payoff of 
small-city loans and a more conservative conventional and FHA loan, but neither is 
supported by related information on mortgage market behavior. 


14. Ibid., p. 53. 


4 








414 The Journal of Finance 


If it may be assumed that small markets will generally have the 


_smaller financial institutions, then it follows that the participation 


in the government programs will be signficantly different in the ay- 
erage small market than in the large. In general, we can expect small 
markets with the same institutional structure as the larger metro- 
politan markets to lend a significantly smaller portion of their funds 
on FHA and VA mortgages. This conclusion agrees with the findings 
for the three specific small markets for which we have complete 
information. 

While this is the major point to be made, it is possible to provide 


“a brief explanation of the behavior just described. For the small in- 


stitution, particularly a small commercial b2~«, the expense and the 
knowledge necessary for the completion o somewhat compli- 
cated paper work associated with both the gov..ument programs are 
enough to discourage many small lenders.*® The larger institutions, 
on the other hand, are able to afford mortgage departments devoted 
exclusively to the handling of mortgage finance, and these costs will 
not present any special problem to them. 

There is also some evidence that commercial banks experience 
declining unit costs with increases in output; this appears to be true 
also for savings and loan associations and life insurance companies.” 
As a result, smaller firms are under some pressure to make the higher- 
return conventional loan rather than FHA or VA loans. 


15. Cover, et al., op. cit., p. 10. 


16. R. J. Saulnier, Urban Mortgage Lending by Life Insurance Companies (New 
York: National Bureau of Economic Research, 1950), pp. 58-78; see also Fifty-eighth 
Annual Report (Building and Loan Commissioner, State of California, 1951), and 
James Gillies and Frank Mittelbach, Financial Institutions and Mergers: The Case of 
Savings and Loan Associations in California (Los Angeles: University of California, 
Division of Research, 1959). 
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A NOTE ON MONETARY CONTROLS AND CAPITAL 
VALUES 


C. A. MATTHEWS 
University of Florida 


I 


THE POINT HAS been made in recent discussions of monetary policy 
that general instruments of credit controls attempt to promote sta- 
bility of the economy by creating instability of capital values but 
that selective instruments promote stability of capital values by 
achieving general economic stability.’ Capital values are usually de- 
fined by the discussant so as to include the present value of any 
asset, but, in the discussion which then follows, emphasis is placed 
on the present value of fixed-income instruments.” 

It is the contention of this paper that to emphasize the impact of 
monetary policy on capital values in this restricted sense is mislead- 
ing for purposes of evaluating different types of credit-control in- 
struments; that general instruments of credit control influence cap- 
ital (asset) values over a much wider range than is generally sup- 
posed; that these influences may be stabilizing as well as disruptive; 
and that selective credit controls, although they may contribute to 
general economic stability, may also cause fluctuations in capital 
values and hence be “shock creators as well as shock absorbers.” 


1. Erwin Miller, “Monetary Policy in a Changing World,” Quarterly Journal of 
Economics, Vol. LXX (February, 1956). Professor Miller says: 

“ _ . Conventional views on interest rate policy hold today—as they have for long 
years in the past—that price-level instability (i.e., inflation and deflation) and the 
general economic instability likely to accompany it should be minimized by manipu- 
lation (i.e., administrative instability) of the price-level of loanable funds (ie., of 
interest rates and their corollaries, bond prices). One form of instability is used to 
fight another .. . (p. 23). 

“Finally, as is implicit in the foregoing, the argument for use of selective controls 
is materially strengthened by their ability to operate restrictively without placing 
adverse pressures on capital values, in fact, by their ability to operate restrictively while 
contributing to the stability of those values. Thus they act as economic shock absorbers 
without being shock creators” (p. 38). 

See also Richard A. Musgrave, “Credit Controls, Interest Rates, and Management of 
Public Debt,” in Income, Employment, and Public Policy: Essays in Honor of Alvin H. 
Hansen (New York: W. W. Norton & Co., Inc., 1948). 

2. This practice is followed by Professor Miller in the article cited above. See also 
Henry C. Murphy, “The Role of Interest Rates in a Changing World,” and Lester V. 
Chandler, “The Impact of Interest Rates on the Economy,” both in the Journal of 
Finance, Vol. VI, No. 2 (June, 1951); and Robert V. Roosa, “Interest Rates and the 
Central Bank,” in Money, Trade, and Economic Growth: Essays in Honor »f John H. 
Williams (New York: Macmillan Co., 1951). 
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II 


Capital value, which we interpret as present value, of any asset is 
the capitalized value of the future income expected from that asset. 
In determining the present value of an asset it is necessary to con- 
sider two factors: the expected income and the current rate of cap- 
italization. Monetary controls, whether of the selective or general 
types, will influence capital values through either or both of these 
factors. 

For the asset which pays a fixed income, such as a bond or a 
mortgage, the capitalization process is fairly simple. The annual in- 
come to be received from the asset and the number of payments are 
matters of record. The major problem is to determine the rate at 
which this annual income should be capitalized. This is essentially a 
problem of determining the degree of risk involved in the receipt of 
the income and the repayment of the principal. The market for 
many assets of this type is highly developed, and yields are available 
for securities of like maturity date and risk, if not for the specific 
security. To obtain the present value of such assets, it is necessary 
only to apply the appropriate mar’ et yield to the anticipated income. 

For those assets the income from which is not fixed, the estimation 
of capital values is much more complex. The annual income must be 
calculated. This involves estimates of sales, probable selling prices, 
costs of production, etc. Such estimates must be made for the entire 
life of the asset; hence the longer the life, in many instances, the 
more precarious the estimate. Once the estimate of future income is 
made, that rate of capitalization must be selected which reflects the 
risks involved in the receipt of this income.’ In this instance, how- 
ever, the market is not so well developed, and neither prices nor 
yields are such as to provide a ready selection of the appropriate 
rate. 

It is especially difficult to appraise the effect of monetary policy 
on the present value of common stocks. While the usual formula is 
applicable, the expected income must be appropriately adjusted for 
expected changes in price. Neither the expected income nor the ap- 
preciation in price is easily estimated, these being dependent to a 
considerable extent on psychological factors. Nevertheless, monetary 
policy, by influencing anticipated income and rates of capitalization, 
does influence the present value of these assets. 

While the impact of monetary controls may be discussed in terms 
of their effect on the present value of fixed-income securities or of 

3. Musgrave, op. cit., pp. 223 ff. 
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specific assets, it is equally important to consider their impact on the 
going-concern value of business firms. In many instances, it is the 
present value of the going concern which controls the decision to 
order new assets or to acquire those already in existence. In order 
to determine the present value of going concerns, it is necessary to 
analyze all the factors which influence the expected income and rate 
of capitalization. Such estimates are indeed tenuous, and the market 
place offers little basis for aid or for an accurate appraisal of results.* 


III 


Fluctuations in capital values may originate from monetary policy 
applied through the use of general credit controls—i.e., through the 
use of discount rates, open-market operations, and changes in legal 
reserve requirements. Applied through any of these instruments, the 
effects of monetary policy are transmitted to the economy through 
changes in the cost and availability of credit. 

If a change occurs in monetary policy at a time when the demand 
for loanable funds has not changed or has changed in the opposite 
direction, then the market rate of interest moves. If the movement in 
the market rate of interest is up, the rate at which future income is 
capitalized also rises, and the value, as measured by market price, of 
existing assets falls. No question need be raised concerning this effect 
with respect to fixed-income securities. 

It is, however, necessary to question the effect with respect to the 
capital values of assets, the income from which is variable. Since the 
change in monetary policy is made for a purpose, such as maintain- 
ing stability, there must be some evidence of instability before policy 
changes are initiated. If it is a change to tighter money, we may 
assume that the pressure on prices and income is upward and con- 
clude that the rise in interest rates may have a tendency to stabilize 
capital values. In order to make the maximum contribution to the 
stability of capital values, it is obvious that policy changes must be 
appropriately timed and gauged to counter the forces of instability. 

Monetary polcy is also transmitted to the economy through alter- 
ing the availability of funds.° If the availability of credit is decreased, 
the flow of money expenditures will be curtailed. Outlays for capital 

4. For a discussion of factors which should be considered in estimating the capital 


value of a going concern see A. S. Dewing, Financial Policy of Corporations (New York: 
Ronald Press Co., 1953), Vol. I, chap. 10. 


5. Musgrave, op. cit., pp. 229 ff., and “Monetary Policy and the Management of the 
Public Debt, Their Role in Achieving Price Stability and High Level Employment: 
Replies to Questions, etc.,” Part I, Joint Committee on the Economic Report (Washing- 
ton, 1952), p. 369. 
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construction will tend to fall—new plants will be postponed, highway 
construction delayed, housing starts deferred—which will, in turn, 
influence the anticipated sales and incomes of the producers of the 
goods which go into these projects. The effect will also be felt by 
consumers who would like to increase instalment purchases and by 
business units which have been relying on credit to maintain or ex- 
pand inventories. In short, the effect is likely to be widespread, even 
though it takes place over time and varies with the “timing” of 
policy decisions. 

The foregoing analysis may also be applied to the capital value of 
going concerns. There is reason to believe, however, that changes in 
the rate of interest induced by changes in monetary policy may have 
a proportionally smaller effect on the rate for capitalization of going 
concerns than on the rate for capitalization of fixed-income assets.® 
Changes in the rate of interest, therefore, may not be a significant 
factor in the fluctuation of the capital value of going concerns. Fur- 
thermore, if general credit controls do tend to stabilize anticipated 
incomes, it follows that they contribute to the stability of going- 
concern values. 


IV 


When monetary policy is applied through the utilization of selec- 
tive instruments of credit control, the immediate impact is on the 
stream of anticipated income.’ These controls may also influence the 
rate of interest through their effect on the demand for loanable funds. 
Since interest-rate changes are nominal, however, selective controls 
do contribute to the stability of the market price of fixed-income se- 
curities. This does not mean, however, that they contribute to the 
stability of capital values in general. 

Selective credit controls are used to combat inflationary conditions 
by increasing the size of the down payment to be made by the buyer 
(borrowers) and/or by increasing the monthly payments through 
reducing the time over which the balance is to be paid. If these 
changes are successful in decreasing the effective demand for durable 
consumer goods (or any good bought with credit which is now sub- 
ject to regulation), they also result in a smaller volume of sales and 
hence a reduction in income earned on existing assets. If the rate of 


6. Musgrave estimates that a 50 per cent change in interest rates on safe investments 
such as government bonds may result in only a 10 or 20 per cent change in rates for 
capitalizing other type assets. The change in going-concern rates may be even less 
(op. cit., p. 225). 

7. As used here, selective credit controls include consumer credit regulations, real 
estate credit controls, and margin requirements. 
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capitalization does not change, the present value of the asset declines 
with each downward adjustment in expected income. Selective credit 
controls have caused fluctuations in capital values. 

The impact of selective credit controls is not limited to the firm 
producing the product the sale of which is limited by the application 
of selective controls. In addition to the producer, firms engaged in 
the distribution of the product or in the production of parts or raw 
materials used in the product will feel the impact. Only those firms 
which have readily available substitute uses for their products or 
which can shift to the processing or distribution of other goods at 
little additional cost will escape. 

The imposition of selective credit controls may give the illusion of 
contributing to the stability of industries and hence to the stability 
of asset values in those industries. This is especially true if the dollar 
sales of producers remain stable. Two points need emphasis in this 
respect, however. The first is that asset value is related to antici- 
pated income. Since the reason for using selective controls is to stem 
inflation growing out of “excessive” use of credit to finance sales of 
certain types of goods, these sales will already have influenced ex- 
pected incomes and capital values. Hence the imposition of selective 
controls to curb the “excessive” use of credit must cause a downward 
revision of expected income and therefore be a cause of a drop in 
capital values. The other factor to note is that stable industry or 
firm sales may camouflage the impact of selective credit controls. 
Suppose, for example, that controls are imposed on consumer credit 
which reduce the sales of durable consumer goods, including elec- 
trical appliances. An analysis of the sales data of Westinghouse, 
General Electric, etc., may disclose dollar sales unaffected but a 
noted change in the composition of sales. An examination of the sales 
of dealers, especially those specializing in electrical appliances, may 
disclose a considerable drop in dollar sales and hence would indicate 
a substantial impact on the present value of such firms. 

There is a further avenue through which selective credit controls 
may contribute to fluctuations in capital values. The application of 
these controls should, as indicated above, decrease the effective de- 
mand for certain goods. That part of the income which would have 
been used to make the down payment on these goods and to meet the 
monthly payment is no longer used for these purposes. The question 
arises: Is this income saved until the larger down payment can be 
made, or is it spent for other goods?® If efforts to save and accumu- 


8. It is not at all certain that savings will increase, as Professor Miller implies. 
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late a sufficient amount for the larger down payment are to be suc- 
cessful, then it may be necessary to divert a part of monthly income 
from other uses. Furthermore, if the application of selective credit 
controls should also shorten the payment period so as to raise month- 
ly payments, then the diversion of income will continue. Fluctuation 
in capital values may, therefore, occur in those industries whose sales 
are reduced but which were not directly responsible for the inflation. 

If the monthly payments cannot be met through shifting expendi- 
tures and if the prospect for an early relaxation in credit terms is nil, 
then funds which would have been used to make down payments and 
to meet monthly instalments may be used to purchase other goods or 
services. These industries would therefore receive an increase in 
their incomes which might well be expected to continue into the fu- 
ture and thus lead to a rise in the capital value of assets used in these 
industries. 

This reasoning can be applied also to the use of selective controls 
to prevent recession. Indeed, if such controls are to contribute to 
economic stability, then the relaxation of these controls when income 
and prices are falling and unemployment is increasing must result in 
an increase in either actual or anticipated spending for durable con- 
sumer goods, real estate, and securities. It is quite possible, there- 
fore, that selective credit controls will induce fluctuations in the cap- 
ital value of a substantial range of assets, although they may, in the 
process, contribute to economic stability and to the stability of the 
market price of fixed-income securities. 


V 


The impact of a “tight”-money policy on capital values may be 
summarized as follows. For those assets the expected income from 
which increases at a rate greater than the increase in the rate of 
capitalization, the capital value will increase but not so much as if 
the rate of capitalization had remained fixed. For those assets the ex- 
pected income from which increases at a rate equal to the increase in 
the rate of capitalization, the capital value does not change. If the 
rate of capitalization had remained constant, the present value of 
these assets would have increased. And for those assets the income 
from which increases at a rate less than the increase in the rate of 
capitalization, or which falls, then the capital value falls. 

From this summary, it is clear that credit controls of both the 
general and the selective variety may cause fluctuations as well as 
promote stability in capital values. The decision to employ credit 
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controls of either type may then depend on the question: Are these 
fluctuations useful? It can be demonstrated, on the basis of a priori 
reasoning, that changes in asset values do influence decisions of 
lenders and investors and the total spending-income stream. It fol- 
lows, then, that changes in asset values are useful in achieving gen- 
eral economic stability. 

The effect of changing bond prices on the decisions of lenders has 
received considerable attention. When such prices are falling under 
the impact of a tight-money policy, lenders find their liquidity posi- 
tion decreased and become more reluctant to convert secondary re- 
serves into cash for making additional loans. Loan applications are 
scrutinized more carefully, and marginal risks are refused credit. 
Other borrowers find themselves unable to obtain all the credit they 
would like. As a consequence, investment plans may need to be cur- 
tailed. The effect of asset values on liquidity and willingness to lend 
may, therefore, significantly influence the ability to spend.’® If the 
objective of monetary policy is to stimulate spending, the rise in 
bond prices resulting in greater liquidity of lending institutions would 
tend to encourage the flow of funds. 

The effect of changes in the present value of real assets on invest- 
ment outlays has also been recognized."* If the market price of an 
existing asset is greater than the cost of producing a similar asset, 
investors will generally decide for the newly produced asset. If, how- 
ever, monetary policy should succeed in reducing the present value 
of an existing asset below the cost of producing such an asset, the 
effect will be to curtail spending for new production and to reduce 
some inflationary pressures. In this way, fluctuations in the value of 
real assets, whether caused by selective or general credit controls, 
may contribute to general economic stability. 


VI 


No attempt has been made in this discussion to evaluate the de- 
sirability of general, as opposed to selective, credit controls. Each 
may be necessary if monetary policy is to make its optimum con- 
tribution to general economic stability. 

Since controls of either type result in both stabilizing and de- 

9. See Chandler, op. cit., pp. 256-59; and “Influence of Credit and Monetary Meas- 


ures on Economic Stability,” Federal Reserve Bulletin, March, 1953, pp. 221-24. 


10. The large size of total public and private debt and its wide distribution among 
lenders support this conclusion. A small change in unit prices might produce substantial 
changes in leaders’ liquidity positions, not only of commercial banks but of all holders 
of debt instruments. 


11. See “Influence of Credit and Monetary Measures on Economic Stability,” p. 225. 
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stabilizing influences on capital values, the case for or against either 
must rest on other grounds. The fact that instability of capital values 
within a specific segment of the economy may result is not necessar- 
ily the controlling factor. Nor does it seem logical to seek stability 
of fixed-income securities while creating instability of other capital 
values. If the end objective of monetary policy is stability of price 
levels to the extent that these are compatible with high levels of 
production and low levels of unemployment, the control devices 
should be selected on the basis of the positive contribution each has 
to make toward that objective. 

















ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


INVESTMENT PRACTICES OF CORPORATE PENSION 
FUNDS* 


Victor L. ANDREWS 
Massachusetts Institute of Technology 


THE ACCUMULATION of funds in non-insured corporate pension trusts 
has reached a size and rate sufficient to make their investment sig- 
nificant in the long-term securities markets. 

The portfolio policy of these funds rests upon several features 
nearly unique among institutional investors. They are unregulated 
as to investments. They face no accounting requirements; they do 
not publish balance sheets and have no surplus account to protect, 
as do other institutional investors. Income is free of federal tax. 
Because inflows and outflows of cash are actuarially predictable, the 
liquidity position of pension funds is assured, and they are not 
threatened by forced liquidation. 

These features make possible the inclusion of large amounts of 
common stocks in assets. The threat of inflation and the liberaliza- 
tion of fiduciary law in New York in 1950 motivated pension trustees 
to incorporate growing proportions of common stock in their hold- 
ings. At the end of 1957, 30 per cent of assets valued at market was 
common stock. 

Emphasis is placed on corporate bonds in debt holdings. Other 
debt is not so lucrative. Tax exemption of state and local government 
securities is valueless. Minimal liquidity needs and low yields make 
United States government securities unattractive for pensions. Net 
yield on mortgages is reduced below that on high-grade corporate 
bonds by unavoidable administrative expenses. 

Where trusteeship is retained by the employer or employer-dom- 
inated appointees, investment policy directly reflects the ideas of top 
management. When a bank is trustee, its institutional life adds con- 
straints. Non-bank-trusteed funds show greater variety in investing 


* A dissertation completed at the Massachusetts Institute of Technology in 1958. 
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than bank trustees, ‘but it is not possible to say that one is typically 
more conservative or liberal than the other. 

Holdings and trading of United States government securities by 
pension funds are comparatively slight. Governments have declined 
steadily as a percentage of total assets since 1951. Behavior in the 
governments market has demonstrated sensitivity to yields. Pension 
funds substantially altered the usual seasonal pattern of government 
debt purchases with changing yields and yield differentials in the 
boom in 1956-57. Pension funds liquidated roughly $% billion of 
non-marketable government bonds in 1956-57 when yields on high- 
grade corporate bonds rose above the fixed yields on savings bonds 
and Investment Series Treasury bonds. The money was used to ac- 
quire corporate bonds. As the bill rate rose sharply, pension invest- 
ment managers shifted toward the short end of government debt. 

From the end of 1951 through 1956, pension funds acquired a net 
volume equa! to 27 per cent of the expansion in outstanding cor- 
porate debt. They tend to buy and hold debt securities and hence 
contribute to the reduction of trading on the public exchanges. Some 
non-corporate trusteed funds are attracted to direct placement by 
their higher yields and greater flexibility in non-price features. These 
pension trusts purchase lesser-grade issues. 

Pension purchases enhance the influence of the institutional in- 
vestor in the common-stock market. From 1951 through 1955 pen- 
sion funds’ net acquisitions equaled somewhat less than one-fourth 
the net expansion in outstanding common stock. Purchases are con- 
centrated in the blue-chip stratum and tend to be higher-priced than 
purchases of other institutions. Together with the tendency to with- 
draw securities, this will place upward pressure on high-grade stocks. 
Pension funds do not respond to downswings of the market with 
increased sales but during the bull market of October, 1953—October, 
1955, expanded sales sharply in the early stages of the rise. Pur- 
chases proceeded more steadily. Steady buying by pension funds and 
other institutions may have been responsible for the unusual smooth- 
ness of the rise in the 1953-55 bull market and the lead of high- 
priced indexes over low-priced ones. 
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THE ORGANIZATION STRUCTURE OF COMMERCIAL 
BANKS* 


James B. BoULDEN 
University of California, Los Angeles 


THE RAPID growth of the size of commercial banks during the last 
twenty years has emphasized the need for delegating responsibility 
and authority; this requires an effective organizational structure. 
The general objective of this research is to contribute to the under- 
standing of bank organization toward the end of improving the 
efficiency of these institutions. 

The research consisted of detailed case studies covering ten mid- 
western banks ranging in size from $13,000,000 to $130,000,000 in 
deposits. The case studies were supplemented with personal inter- 
views of over two hundred bank authorities, officers, and employees. 

The bank personality is a complex of several elements which, in 
interaction, give the bank a distinct individuality and partially de- 
termine the suitable organization structure. Size and other physical 
characteristics of the bank set certain requirements for the organi- 
zation structure as conditioned by the history, traditions, and repu- 
tation of the bank. The nature of the market served by the bank 
determines the specific functions performed within the bank and 
provides the basis of departmentation. Finally, the human resources 
of the bank are an important consideration. These factors indicate 
that there is no ome ideal organization structure suitable for all 
banks. 

The bank boards were found to function in four ways: they de- 
cide, confirm, counsel, and review. The research indicated that the 
informal relationships are often much more important than the for- 
mally defined functions. Important decisions are seldom made in the 
actual board meetings. The formal confirmation of management pro- 
posals was found to be unanimous by the board in practically all 
instances because of prior informal discussions between the board 
and top management. 

The chief executive is in a strategic position to influence the board 
of directors by selecting the problems brought before the board for 
action and the factual information supplied to the board. 


* A dissertation completed at Indiana University in 1958. 
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The chief executive functions by delegating authority; -however, 
the observed executives differed widely in the scope and formality of 
their delegation, falling into two rather distinct groups. The first 
group was highly sales-oriented and delegated authority extensively. 
The second group of executives was primarily concerned with op- 
erations and had a centralized organizational structure. 

The smaller banks made extensive use of functional authority. 
However, no serious problems were observed due to this violation of 
“unity of command”; and, because of the problem of financial con- 
trol, all the banks used concurrent authority in certain critical areas. 
However, authority-responsibility relationships were generally found 
to be poorly defined, thus forcing the officers to “feel their way” in 
the organization. 

An attempt was made to evaluate the banks according to conform- 
ity with the “principles” of good organization. In general, the ob- 
served banks appeared to rate quite well in this respect. A study of 
profits and growth revealed no identifiable difference in progress be- 
tween those banks having centralized authority and those with ex- 
tensive decentralization of authority. 
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THE FINANCIAL EXPERIENCE OF BENEFICIARIES 
OF PERSONAL LIVING TRUSTS IN 
PHILADELPHIA, 1920-54* 


PuHILiep ELKIN 
Temple University 


THE PURPOSES of this study were to describe the financial experience 
of beneficiaries of living trusts over the period 1920-54 and to com- 
pare this financial experience by type of trustee management and 
by type of investment powers. 

One hundred and one court adjudications of living trusts were the 
sources of original data. The study was oriented to the viewpoint 
of the trust beneficiary either as a life-tenant or as a remainderman. 
The financial aspects examined were the amount of dollars received 
by beneficiaries either as distribution of trust income or as distribu- 
tion of trust principal, in relation to a given input of dollars by the 
creator of the inter vivos trust. 

The facts presented were (1) over-all analysis of 101 living trusts, 
principal and income accounts; (2) analysis by type of investment 
authorization, principal and income accounts—81 discretionary and 
20 legal; (3) analysis by type of trustee management—11 individ- 
ual, 71 corporate, and 19 combination corporate and individual co- 
trustees; and (4) analysis by duration of trusts, principal and in- 
come accounts. 

There were four principal findings of the study: (1) Of all the 
trusts studied, the average return of principal input to trust benefi- 
ciaries was 96.7 per cent. The average rate of income to beneficiaries 
was 4.23 per cent per year. (2) Trusts restricted to legal investments 
returned 88.3 per cent of principal input and had an annual rate of 
income to trust beneficiaries of 4.01 per cent. Trusts with discretion- 
ary investment powers returned 97.1 per cent of principal input to 
trust beneficiaries and had an annual rate of income to beneficiaries 
of 4.30 per cent. (3) Trusts managed by individual trustees returned 
93.5 per cent of principal input to beneficiaries and had an annual 
rate of income to beneficiaries of 3.98 per cent. Trusts managed by 


* A dissertation completed at the University of Pennsylvania in 1958. 
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corporate trustees returned an average of 96.6 per cent of principal 
input and had an annual rate of income to beneficiaries of 4.23 per 
cent. Trusts managed by combination corporate and individual trus- 
tees returned an average of 98.3 per cent of principal input and had 
an average annual rate of income to beneficiaries of 4.39 per cent. 
(4) The average period of existence of all trusts studied was twelve 
years. No consistent conclusions were made as to either principal or 
income accounts by duration of trusts. 
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RATIONAL DECISION-MAKING IN PORTFOLIO 
MANAGEMENT* 


HENRY ALLEN LATANE 
University of North Carolina 


WEALTH-HOLDERS have the option to hold their wealth in many dif- 
ferent combinations of stocks, bonds, and cash. The allocation of 
wealth among these types of assets involves a series of choices ex- 
tending over time. Rational choice among portfolios involves three 
steps: (1) deciding upon an objective and criterion for choosing 
among portfolios; (2) forming beliefs about the probable returns 
from stocks and bonds and the probable usefulness and satisfaction 
of holding cash balances; and (3) allocating the portfolio among 
the various forms of assets in the light of these probability beliefs 
and the criterion. 

The first part of this study is devoted to an analysis of bases for 
choices among portfolios. The fact that these choices are repetitive 
in nature with cumulative effects is used as the key factor in defining 
a goal, a subgoal, and a criterion—or measure—for choosing among 
portfolios. 

The goal of portfolio management is taken to be maximization of 
portfolio value at the end of a large number of investment periods 
called “years.”’ Since it is impossible to specify which portfolio ac- 
tually will be the most valuable at the end of a number of years, it is 
necessary to use another basis—a subgoal—for choosing among port- 
folios. The subgoal is an objective which can be reached at the time 
of making the choice by a decision-maker who has a filled-in payout 
matrix. 

The subgoal proposed in this study is the choice of that portfolio 
which has the greatest probability (P’) of being more valuable than 
any other specified portfolio at the end of m years, m being large. It 
is proved that P’ for that one portfolio approaches unity as m ap- 
proaches infinity. Consequently, the portfolio with the highest P’ 
when z is large is almost certain to be more valuable than any other 
significantly different portfolio in the long run. Selection of the port- 
folio with the maximum P’ is accepted as a rational way to reach the 
goal of maximum long-run portfolio value. 


* A dissertation completed at the University of North Carolina in 1958. 
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It is shown that the portfolio with the probability distribution of 
returns with the highest geometric mean (G) also has the greatest 
probability of being more valuable than any other specified portfolio 
at the end of a large number of years. For this reason, G is accepted 
as a rational criterion for choice among portfolios. 

The second part of the study deals with the problem of allocating 
a portfolio between risk assets and safe assets on the basis of speci- 
fied probability beliefs about returns from stocks and bonds. Specifi- 
cally, it deals with the problem of determining what proportion of a 
portfolio to allocate to a risk asset in order to maximize G, the geo- 
metric mean portfolio return. Both G and this proportion (i.e., gmax) 
are functions of the whole probability distribution of returns from the 
risk asset and may be determined by means of equations. These 
equations are often difficult to solve except, possibly, by trial and 
error. However, equations involving only the mean and variance of 
the probability distribution of returns from the risk asset often give 
good estimates of G and gmax. 

Reference period returns are used to illustrate the hypothetical 
results of proper allocation of a portfolio between bonds and stocks. 
In a period characterized by wide changes in returns from the risk 
asset, diversification between stocks and bonds would have been 
profitable. On the other hand, holding stocks on margin would have 
increased the portfolio return in a period characterized by stability. 
The small variance makes such hypothetical borrowing profitable. 
The analysis also indicates the effect of uncertainty on the interest 
elasticity of demand for funds to buy stocks. 
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THE EFFECT OF PERSONAL EXEMPTIONS ON THE 
INCOME TAX STRUCTURE* 


MicHakEL E. LEvy 
Columbia University 


THIS DISSERTATION provides an extensive and systematic analysis of 
income tax exemptions, with special emphasis on their impact on 
the average tax rate, the degree of tax progressivity, and incentives 
to work. General economi- theory is applied to specific features of 
income taxation in order to derive broad generalizations of wide 
applicability. Whenever possible, United States federal income tax 
data are used to provide empirical content, illustrate certain points 
of the analysis, or serve as the foundation for more specific con- 
clusions. 

At the outset, three “rationality criteria” are postulated which 
have to be met by any modern income tax in order to make it gen- 
erally acceptable. Three basic types of exemption—the initial, van- 
ishing, and continuing exemption—are then subjected to the test of 
these criteria. It is found that only the continuing exemption is al- 
ways consistent with all three “rationality criteria”; the vanishing 
exemption is consistent under certan specific conditions,’ while the 
initial exemption always violates at least one of the three criteria. 

An analysis of the exemptions under proportional taxation, their 
absolute and relative value to the taxpayer, and their impact on the 
average tax rate and on tax progressivity sets the stage for the more 
complex analysis of progressive taxation. 

Probably the most interesting part of the study consists of a com- 
parison of statutory revenue changes resulting from changes in the 
structure of the tax rates with those resulting from changes in the 
size of the exemption. The various effects and basic differences be- 
tween these two types of revenue adjustment are explored. With re- 
gard to incentives to work, the following two major conclusions 
emerge: (1) Without recourse to estimates of actual income or price 
elasticities, merely using various assumptions as to whether these 


* A dissertation completed at Columbia University in 1958. 


1. The conditions are r:(k +1) Sr2(k +1) S... Srj(k +1) S rjz:, where 1, 12, 
-.., 9; denote the statutory marginal rates of the first 7 income tax brackets over which 
the exemption vanishes to zero, and & denotes the rate of decline of the exemption. 
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elasticities rise or fall with increases in income, one can tell, for 
certain combinations, whether an increase in the exemption will 
cause the lower-income groups to decrease their work by a larger 
proportion (or increase it by a smaller proportion) than the higher- 
income groups, or vice versa; the same information can be obtained 
with respect to a decrease in the rate scale of a specific type. (2) In 
comparing equal-revenue exemption increases and rate reductions, 
one can tell, without any recourse to either the magnitudes or the 
direction of change of income or price elasticities, whether certain 
income groups are likely to reduce their work more (or increase it 
less) in relative and absolute terms, if one system of tax reduction 
is chosen rather than the other. 

The dissertation concludes with an analysis of “quasi-exemptions” 
such as the standard deduction and various forms of tax credit. Here 
the most interesting conclusion relates to a multiple-tax-credit sys- 
tem which collects the same total revenue as a multiple-exemption 
system and employs but a single set of statutory rates and tax 
brackets. It is found that such a system collects less revenue from 
the smallest families and more revenue from the largest families than 
the multiple-exemption system. 
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COMMON-STOCK FINANCING IN 1955* 


Haro_tp W. STEVENSON 
University of Minnesota 


CoRPORATIONS EMPLOY various methods and devices in offering new 
shares of common stock to investors, and it is of great importance 
for the growth of our economy that these efforts be successful. This 
study relates the variety of methods used in privileged subscriptions 
and public offerings of common stocks during 1955 to company and 
environmental situations. It also contrasts these methods in terms of 
costs and results. The desired goal would be to determine the best 
and most efficient methods for general situations, but circumstances 
were found not to fall into nice patterns, so a considerable number 
of combinations and arrangements are described to demonstrate the 
effectiveness of alternatives. 

The 1955 sample includes 116 common-stock offerings, each with 
proceeds in excess of $1.0 million, made by 58 utility and 58 indus- 
trial companies. These offerings total nearly $1.5 billion, representing 
approximately 78 per cent of the year’s total common-stock offer- 
ings, and include 71 privileged subscriptions and 45 public offerings 
which are analyzed in detail on the basis of information drawn from 
prospectus material and questionnaires designed to elicit motivation 
data from management. These data are supplemented by opinions 
based on correspondence with corporation treasurers, interviews 
with investment bankers, and published tabulations of offering char- 
acteristics. Discussion of factors which influence the selection of 
offering methods includes consideration of pre-emptive rights of 
shareholders, stockholder relations, regulatory environment, invest- 
ment banker influence, and cost of issue. The treatment of privileged 
subscription offerings centers on the arrangements made to perform 
the functions referred to as “bookkeeping,” “persuasion,” and “as- 
surance.” Specifically, these arrangements involve the use of such 
techniques as underpricing, oversubscription privileges, dealer com- 
pensation, standby underwritings, and employee subscriptions. Dis- 
cussion of public offerings centers upon arrangements for performing 
the functions necessary to this type of equity financing and upon the 
observable factors conducive to a successful offering. 


* A dissertation completed at the University of Michigan in 1957. 
433 








434 The Journal of Finance 


The volume of common-stock financing is found to be closely 
associated with the level of stock-market prices as to both dollars 
and number of offerings. New offerings of stock, while increasing in 
recent years, still rank far below retained earnings as a source of 
new ownership funds. Underwritten privileged offerings and under- 
written public offerings are the predominant offering methods, and 
neither method appears to be supplanting the other. The risk-taking 
and distribution functions performed by investment bankers dom- 
inated the problems of equity capital-raising, thus justifying their 
use in one way or another. The various offering techniques used to 
effect the relatively large volume of equity financing in 1955 defy 
strict classification in terms of company or environmental conditions. 
However, possibilities and limitations of varous methods of raising 
equity capital are presented, and the detailed analysis of 1955 offer- 
ings is designed to indicate how and in what direction a company 
may turn in its search for an effective solution of its equity capital- 
raising problem. 
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BOOK REVIEWS 


Business Finance 


Fundamentals of Corporation Finance. By JosEPH F. BrapLEy. Rev. ed. New 
York: Rinehart, 1959. Pp. xxiv-+644. $7.00. 


This is a revision of a well-known text in corporation finance that was first 
published in 1953. The book is directed toward the undergraduate student, and 
the author has assumed that the reader has little or no knowledge of law or ac- 
counting. The revision was not a perfunctory one. The first edition was essen- 
tially a conventional text in corporation finance; the revised edition retains the 
title of the earlier volume, but the content, emphasis, and organization are di- 
rected toward the financial policies of business enterprises. The author stresses 
the viewpoint of management because he believes that students, businessmen, 
labor leaders, and politicians can best understand the corporation and the finan- 
cial problems of business enterprises by understanding how management views 
financial policies and alternative courses of action. Since the corporation is the 
dominant form of business organization, he has elected, in the main, to deal with 
these problems and policies as they apply to the corporate form of organization. 
But the ideas are general and apply equally to other forms of organization. 

The managerial and policy emphasis of the book is not entirely revealed in the 
chapter titles in the Table of Contents. There are thirty-two chapters organized 
in nine parts dealing with (1) background material for the study of corporation 
finance, (2) the core of business finance, (3) financial aspects of the manage- 
ment of assets, (4) ownership sources of assets, (5) creditors as a source of 
assets, (6) the movement of securities from the corporation to the investor— 
the transfer of securities among investors, (7) business combinations, (8) 
changes in the capital accounts not affecting creditors, and (9) corporate failure, 
liquidation, and reorganization. 

Part I is concerned with promotion and comparison of forms of business organ- 
ization. The discussion of the relative tax burden on the enterprise and its own- 
ers is especially good, although it is unfortunate that the book was evidently in 
press before the tax changes included in the Small Business Act of 1958 were 
known. The chapter on the minimization of the tax burden of corporate execu- 
tives is an excellent treatment of this sometimes neglected subject. 

Part VI is noteworthy and deserving of special mention. Here the author deals 
with underwriting, privileged subscriptions, direct placement, and government 
regulation of issuance of securities. All this is quite conventional and is in- 
cluded in every comprehensive treatment of corporation or business finance. But, 
in addition, there are two chapters that deal with the viewpoint of investors—the 
differing investment needs of various groups of individual and institutional inves- 
tors. Too frequently, books in corporation finance seem to assume that investors 
may be counted on to buy whatever securities the corporation chooses to issue. 

It is, of course, possible to find flaws in any book. To the reviewer, the two 
principal shortcomings of this volume are (1) the review questions and problems 
at the end of chapters seem rather perfunctory and rarely involve more than 
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simple memory recall of the material of the chapter, and (2), although the book 
runs to more than six hundred pages, so many topics are discussed that some 
important subjects are oversimplified. The important subjects of leasebacks, for 
example, is given only two pages. It must be said that this short summary is well 
done, but necessarily a great deal of significant material had to be omitted. 

In spite of these inconsequential and inevitable shortcomings, the author has 
made a significant contribution to the body of teaching material in finance. The 
book is distinctive in the emphasis and attention that is given to financial policies; 
at the same time, the conventional topics of corporation finance are not neglected. 
The book would make an excellent basis for a conventional course in corporation 
finance. If it were supplemented with any one of several problem books, it would 
serve very well as a basis for an undergraduate course in financial policy or 
financial administration. Without doubt, the book will be widely adopted. 

O. K. BuRRELL 
University of Oregon 
Principles of Finance. By Cart A. DAUTEN and MERLE T. WeELsHANS. Cincin- 
nati: South-Western Publishing Co., 1958. Pp. xii+596. $6.50. 


This book is intended to serve as a basic introduction to the field of finance, as 
well as one which will permit students in other areas to gain sufficient knowledge 
of the field to enable them to pursue business careers. It is thus not a book for 
liberal arts or economics curriculums and is primarily for colleges of business. As 
such, it must be judged, not for its theory content, but for its descriptions of in- 
stitutions and practices as related to the problems of current economic and 
financial problems. To do this, the authors have adopted a policy of approaching 
the financing of business from the demand for funds side—first short-term, then 
long-term. Ancillary to these business needs are those of agriculture, foreign 
trade, and the consumer. A shifting from one financial institution to another is 
thus necessary, but the work is done in an admirable fashion with clear writing 
skill. 

One of the best sections of the book describes consumer credit, a field well 
developed by Dauten. However, he seems to have underestimated the size of 
credit unions (p. 371) and implies that savings and loan associations are all 
mutual organizations (p. 411). The legality of their “savings accounts” is not 
questioned. An innovation is the description of credit or lenders’ exchanges along 
with consumer credit reporting agencies. 

Not until the last third of the book does the reader come to grips with a de- 
tailed description of monetary standards (with apparent confusion of bimetallism 
and symmetalism on pp. 438-39), monetary history, and bank-note issue. From 
this point of departure, the authors back into the topic of deposit creation and 
contraction by individual banks and by banking systems. The roles of the Fed- 
eral Reserve System and of deficit financing are placed back to back just prior to 
a description of the Federal Reserve’s weekly summary statement. Chapter 22 is 
thus a welter of concepts, theory, description, and not a few questionable state- 
ments or unfortunate wordings. When compared to the ordinary money and 
banking text, it is a poor substitute and likely the weakest part of this volume. 

Nevertheless, the succeeding treatment of the Federal Reserve System’s in- 
struments of credit control is well done, as is that of the Treasury’s influence on 
money and credit. 
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The final section of the volume deals with the relation of monetary policy to 
price levels (history and theory, but without use of the income approach), to 
interest rates (chiefly the Keynesian liquidity preference factors), and the money 
market (mostly descriptive), as well as to business fluctuations along the mone- 
tary investment theory lines. The last chapter poses the 1957 problem of full 
employment requiring credit expansion versus inflation requiring credit contrac- 
tion without taking a definite stand on either side. 

The greatest innovation is the treatment of demand for funds before that of 
their supply and the impact of money costs on the economy. This order may 
disturb some potential users of the book who are accustomed to a fuller treat- 
ment of money and banking before dealing with business and public finance. On 
the other hand, teachers of business finance will welcome the description of in- 
stitutional practices so often omitted from money and banking courses. Whether 
this book can supplant a rigorous training in practical, as distinguished from 
economic or theoretical, money and banking is questionable. It appears that stu- 
dents taking advanced courses in finance might be insufficiently grounded and 
that those taking no other courses in finance might receive erroneous ideas. 

All in all, this reviewer believes that he should not and cannot be too harsh on 
the two authors who are pioneering a new approach to finance which has in- 
trigued many for a long time. They have accomplished rather adequately an inte- 
gration of the field of private (not public) finance which may incite others to go 
further along these lines. The present pressure on curriculum builders may 
make necessary such steps in coming years, along either the lines essayed by 
Dauten and Welshans or those of the late Hiram Jome. 

Francis J. CALKINS 
Marquette University 


Thin Capitalization. By Martin M. Lore. New York: Ronald, 1958. Pp. vii+ 
261. $10.00. 


The minimization of tax costs is an increasingly important factor in the deter- 
mination of the financial policies of corporations and individuals. Financial and 
business experts are therefore finding it increasingly important to have a work- 
ing knowledge of the more important phases of the tax laws and to have avail- 
able sources of information from which may be obtained detailed data with re- 
spect to various aspects of the tax laws. In recent years an increasing number of 
excellent books and articles have been published, many of which might well be 
added to the library of business lawyers, accountants, and financial and manage- 
ment advisers. One such recent publication is that of Thin Capitalization, by 
Martin M. Lore, which provides one of the better examples of an intensive 
analysis of a particular and important phase of tax law and practice. 

“Thin capitalization,” as the terminology is used by the author, is descriptive 
of capitalization structures of closely held corporations whereby the owners seek 
to reduce tax costs by using high proportions of debt to stock (net capital in- 
vestment) to supply the corporate funds. The major tax advantages possible from 
proper utilization of “thin capitalization” may be summarized as follows: 

a) Interest on debt is deductible, whereas dividends are not. 

b) For tax purposes, losses, if incurred, are preferable in the form of bad- 
debt deductions than in the form of capital losses on stock. 
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c) Tax-free recovery of capital, in the form of return of loans out of earnings 
of the corporation, maximizes tax savings for the corporation and the owners. 

d) Retirement of the debt ranking ahead of small stock capitalization enables 
tax-free appreciation of the stock investment (net worth), with capital gains tax 
treatment available if and when the stock is sold. 

e) Stepped-up depreciation may be provided by the sale of depreciated assets 
owned by individual stockholders to the corporation for debt, on the basis of 
fair market value, maximizing the corporation’s deductions, and after-tax profits. 

The tax advantages of “thin capitalization” are thus attractive. However, its 
establishment in a manner likely to satisfy the courts that the debt is bona fide 
and should not be considered (realistically) as an artificial means of providing 
additional capital contributions is complex and hazardous. Most of the book is 
devoted to this subject. The book has five chapters. The first, named “The Prob- 
lem,” deals with the subject as a whole. Chapters 2, 3, and 4, entitled “The 
Courts Have the Final Word,” “Analysis of the Decisions,” and “Interest v. 
Dividends; Bad Debt v. Capital Contribution,” are legalistic discussions, analyz- 
ing representative cases and the pivotal factors and implications involved. The 
final chapter, “Steps To Be Taken,” in the words of the author, offers “practical 
suggestions on how best to utilize and interrelate the rules of finance, tax, and 
state law. The solutions offered are both offensive and defensive—how to take 
positive preventive action and how to defend a thin corporation attack.” 

This book, one of a series in the “Tax Practitioner’s Library,” is an able and 
thorough analysis of a complex and difficult, but important, phase of the corpo- 
rate tax field. 

THEODORE S. KLisTon 
Loyola College 
Baltimore 


New Shares for Old: The Boston and Maine Stock Modification. By Rosert L. 
Masson with the assistance of CAROLYN StusBs. Boston: Harvard Business 
School, 1958. Pp. xvii+398. $4.50. 


As stated late in the first chapter, the purpose of this book is to use the history 
of the Boston and Maine experience in recapitalization, the first case dealing with 
stocks alone under Section 206 of the Interstate Commerce Act, as a basis for 
testing principles and procedure in an area where theory and practice are far 
from settled, namely, the determination of fairness in a plan for exchanging old 
shares for new ones. This thorough and competent work is a fine example of 
case-study usefulness as a vehicle for building an understanding of principles and 
the practical difficulties often met in applying them. Notwithstanding the special- 
ized nature of railroad finance, this case study is a valuable contribution to the 
general literature of valuation of securities. It is written in a way which brings 
out the many common aspects of problems of valuation applicable to a variety 
of corporate circumstances. 

After an introductory chapter, chapters ii-v treat the pertinent financial his- 
tory of the railroad. Chapters vi-xiii present the content of the plan and the 
developments leading to its approval. Chapter xiv gives conclusions, with a dis- 
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cussion of the philosophy and approach of the ICC in carrying out its function 
under Section 205. 

Perhaps the most interesting point about the background of the recapitaliza- 
tion project was the number and complexity of various stockholder groups. 
There were three types of preferred stock. The middle type in order of priority 
was further subdivided into several classes which had certain significant differ- 
ences in their terms. Thus the Boston and Maine case provides scope for illus- 
tration of both variety and complexity in problems encountered in simplifying 
the capital structure. 

In the situation faced by the Boston and Maine, any experienced financial 
analyst would naturally expect the modification plan to give the bulk of the new 
shares to the old prior-preference stock and apply a scale downward to the point 
where the old common stock would receive very little, if anything. Analysis of 
the present value of earnings prospects provides the basis for implementing this 
general principle. A combination of formula and judgment produced the final 
solution, with judgment meaning what the railroad felt would get the support of 
all securities classes as well as what the ICC considered to be just and reason- 
able. 

The student of capital structure management will find in this book a very use- 
ful and practical discussion of capitalization rates, particularly in chapter ix. The 
major theme of the study revolves around analysis and testing of a formula for 
establishment of value and allocation among various security classes. But the 
author has not allowed the logic of the formula to blind him to the importance 
of forecasts and judgment in its application. Thus he not only brings out the 
principles applied in the modification plan but also does an excellent job of 
pointing up the practical problems in realistic use of a valuation formula. 

As to possible application of the pattern of Section 20d to the broad corporate 
field, there is no doubt that much of the logic would be valid in many situa- 
tions, but this reviewer must confess to some misgivings. There is the impression 
of an element of paternalism which may be inherent in an industry regulated be- 
cause of the public interest, which has inherited complex capital structures whose 
origin and current meaning may be obscure to the security holder. But industrial 
corporations are free to propose recapitalization plans to their security holders 
at any time without a statutory pattern. There does not seem to be either public 
interest or other reason for a protective public body to intervene on the assump- 
tion that security holders are not able to decide what is in their own best inter- 
ests. 

If there is any criticism to be offered of this work, it is that in some respects 
it was not easy to obtain a quick picture of the highlights of the problem, the 
plan for modification, and the author’s conclusions regarding it, without deep and 
intensive study of the book. A chapter bringing together these highlights at 
either the begining or the end of the book, as well as more descriptive chapter 
titles, would have been helpful for the casual reader. Nevertheless, a careful 
reading of the book was amply rewarding. It is well written, efficiently edited, 
and is recommended without reservation for the serious student of securities 
valuation. 


Roperick F. McDoNALp 
Detroit, Michigan 
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Consumer Finance 


Personal Finance: Principles and Case Problems. By JEROME B. COHEN and 
ArtHUR W. Hanson. Rev. ed. Homewood, IIll.: Irwin, 1958. Pp. xv+819. 
$6.50. 


One of the most significant trends in modern higher education has been the 
appearance of the married student and his family on the campus. Whatever his 
vocational objectives, he has already been faced with the necessity of balancing 
his family budget. This has not always been easy. Just as the changing role in 
higher education a generation ago awakened an interest in family courses, so this 
more recent development has given rise to courses in personal finance and con- 
sumer interests. A number of personal and family finance volumes have resulted. 

Among these, none has been more generally accepted than Cohen and Han- 
son’s excellent volume, which first appeared in 1954. It is now available in a re- 
vised edition dated July, 1958. We have here not just a reprinting job with minor 
changes but a respectable and thoroughgoing revision and updating. And this is 
important, for in no area is it more necessary to have the most recent and 
authoritative information available. The result is a textbook which the average 
student will want to keep and to which he will have occasion to refer after the 
actual course work itself has long since been completed. 

Even a casual examination of the Table of Contents will impress the reader 
with the wide scope of material covered. There are few business or financial situ- 
ations common to the American family or the individual which are not included. 
The imposing list of authorities whose opinions the authors sought in preparing 
the manuscript gives ample evidence of a thorough and scholarly competence. 

Reliance on the case method for extending the application of the principles 
gives a wide latitude of approach. Let it be said that this is quite important, for 
there is still a wide divergence of opinion as to what the basic philosophy of our 
people should be. There are those who still favor the concepts of service longev- 
ity, make-do, limited supplies, thrift and savings, wait-until-you-can-pay-cash- 
for-it, etc. These individuals are in striking contrast to the growing tendency to 
favor early obsolescence, specialized service features, unlimited quantities, and 
instalment purchasing. 

With unbalanced budgets on both federal and state levels, with a creeping in- 
flation which promises to continue, with new taxes more likely than tax reduc- 
tions, the timeliness of this revision is well established. This correlation of text- 
ual material with case studies affords an opportunity for every degree of personal 
bias. This swing away from the purely theoretical to a more realistically practi- 
cal approach should find a ready response among both teachers and students 
alike. 

Cohen and Hanson are to be congratulated on providing what is almost an 
encyclopedic compendium of basic information suited not only to the college 
student but to the general reader as well. Special mention should be made of the 
wide use of forms, charts, graphs, tables, and examples which give substance to 
the basic descriptive material. The suggested readings offer a wide range of ap- 
proaches to the chapter topics. 

It would be meaningless to take issue on minor questions which admittedly 
are moot. Every reader will have unlimited opportunities in the case studies and 
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questions to match his thinking with that of the authors. Equally, it would be 
difficult to single out best chapters, for here again personal bias would most like- 
ly prevail. The over-ail excellence of the volume lifts it beyond gross criticism. 


Emit LEFFLER 
Albion College 


Insurance 


Life Insurance Agency Financial Management. By WALLIs BorLeav, Jr., A. C. 
STALNAKER, and T. J. Luck. Homewood, IIl.: Irwin, 1958. Pp. xi+294. $5.50. 


According to its authors, “this book was written to meet the increasing de- 
mand for a definitive text book that combines textual discussions of the prin- 
ciples underlying agency financial management with practical analysis of actual 
problems of financial control of the life insurance agency.” It was also “designed 
to fit the study program of the C.L.U. Management Educational Program offered 
by the American College of Life Underwriters.” Well written and up to date, this 
text accomplishes these goals. 

The book is primarily concerned with accounting techniques, although the 
fields of law and management are included. As its title indicates, the viewpoint 
is primarily that of the life agency or branch manager. However, the book 
should prove extremely useful to branch or agency managers, regardless of line. 

Basic accounting principles as applies to agency problems are explained with 
outstanding logic and clarity. Equally well presented is the material dealing with 
the technique of using financial data. The text considers specific questions vitally 
important in the day-to-day operation of an agency. For example, asked are such 
questions as: “When should I consider adding an agency supervisor?” “What is 
the measure of a good agent?” “Is brokerage business profitable to my agency?” 
One may not wholly agree with the authors’ suggested solutions to these ques- 
tions, which are primarily evaluated in dollars and cents. Nevertheless, their 
value cannot be denied. The discussion of these issues will alert managers to the 
problem of financial control, which is of paramount importance in today’s com- 
petitive market. The authors rightfully speak of this section as “really the heart 
of the book.” 

The material within each chapter is extremely well presented. However, a 
word regarding the organization of the text is necessary. Some chapters do not 
seem to be logically located within the text. Also, several chapters are overlap- 
ping in content. Expenses, for example, are frequently discussed in each of the 
major divisions. Although such reptition cannot be totally eliminated, it could 
have been minimized by closer co-ordination among authors. 

Despite its organizational weakness, this book deserves a permanent place in 
the insurance scholar’s library. It will stimulate the young college man’s interest 
in agency management as a career. It is also a valuable and practical reference 
work for all who are interested in agency financial management. 


DANIEL P. KeEpzIE 


Chicago 
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Pensions. By James A. Hamitton and Dorrance C. Bronson. New York: Mc- 
Graw-Hill, 1958. Pp. xii+410. $8.00. 


Thanks are due Messrs. Hamilton and Bronson for an up-to-date, painstaking 
review of basic matters in the field of pension planning. Underlying their discus- 
sions of the techniques and philosophy of pension-plan development, design, and 
financing is a commentary on current trends in the United States and, briefly, in 
Canada. Concentration on the actuarial implications of plan structure provides a 
continuity not usually achieved in a book with this breadth of subject. 

Pensions is divided into nineteen chapters, of which perhaps the most out- 
standing are chapters 10, 11, and 12. Here the authors move logically through 
an explanation of (1) the responsibilities of the actuary in using the tools of his 
trade to construct benefit and cost estimates; (2) the alternative methods of 
funding benefit liabilities, from “pay-as-you-go” to the fully funded perpetuity; 
and (3) the effect upon costs of introducing collateral benefits and of changing 
actuarial assumptions. The careful use of illustration and example adds to the 
effectiveness of this treatment of a complex subject. 

Other exceptional chapters cover “Profit-sharing Plans,” “Pension Plans in 
Canada,” and “Negotiated Pension Plans.” The first of these contains a short 
description of profit-sharing plans, presents the pros and cons of immediate and 
deferred distribution, and emphasizes the dangers in using such an arrangement 
in lieu of a retirement program. The chapter on historical development and 
taxation of pensions in Canada is a useful synopsis of developments and poten- 
tialities in that country and includes a brief on the new registered retirement 
savings program. *+,. 

The book also incli¥deg_ competent reviews of the major forces promoting the 
growth of private pepsion plans; the types of benefits available through pension 
programs, and the various mettrads of benefit payment; governmental regulation 
and taxation; the financing mediunis: methods of actuarial evaluation; and plans 
covering employees of federal agencies and non-profit organizations. 

As prefaced by the authors, “For college students, for employees of insurers 
and trust companies, for persons covered by these plans, and for the organiza- 
tions—corporate, union, and public—charged with the responsibilities of ad- 
ministering pension plans, it is hoped that this book will serve as a definitive text 
and reference.” Not too many college students or “persons covered by these 
plans” will seek out that much information about pensions, but the other groups 
mentioned certainly should. 

Wi1i1AM C. GREENOUGH 
New York City 


Life Insurance. By S. S. HUEBNER and KENNETH BLACK, Jr. 5th ed. New York: 
Appleton-Century-Crofts, 1958. Pp. xxv+582. $6.50. 


This revision represents a substantial change from its predecessors. The 
previous Part V, “Important Legal Phases of Life Insurance,” becomes the new 
Part III, “Analysis of the Policy Contract”; new material is added as to the 
characteristics of the contract; and the chapter on powers and duties of agents 
is omitted. The discussion of creditors’ rights and assignment is combined, and 
the chapter on settlement options is presented here instead of in Part I, “The 
Nature and Uses of Life Insurance.” This latter may be an unfortunate change, 
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since students are introduced to special types of life and annuity contracts be- 
fore they understand settlement options. Organizationally, this is the major 
change in Part I; the other significant changes involve combining the two chap- 
ters on business uses, omitting the brief chapter on classification of policies, and 
expanding the chapter on investment services to include certain other uses. 

Part II, “The Science of Life Insurance,” remains abou‘ the same as in the 
previous edition and affords probably the best available presentation of the 
mathematics of life insurance from the arithmetical viewpoint. However, more 
space is used than is necessary for this approach, and the student is left with a 
method he cannot use in practice. 

It is unfortunate that none of the basic life insurance texts takes the next 
logical step and presents the use of commutation column techniques. Magee 
mentions them in a footnote, and Maclean presents an admirable summary in an 
appendix, but that is all. Neither Huebner and Black nor Mehr and Osler hint at 
their existence. This must leave the student with a picturesque concept of an 
actuary’s activities. 

Part II is improved by the inclusion of a compound interest table and the new 
X-17 table. The C.S.O. table is also included, unfortunately without the values 
for age zero. A major contribution to the usefulness of the book as a whole is 
made by the inclusion of a list of tables and a list of graphs in the preliminary 
material. There are many more of both than in earlier editions. 

The major change in Part IV (formerly Part III) on “Special Forms of Life 
Insurance” lies in the replacement of the chapter on disability income clauses in 
life insurance with two new chapters on health insurance. This represents a 
major improvement. However, many would prefer the integrated treatment of 
health insurance which was attempted, none too successfully, by Mehr and 
Osler. The discussion of the disability clauses in life insurance (and of double 
indemnity) is relegated to an obscure spot under general policy provisions. It 
would be better to include these, or at least the first of these, under health insur- 
ance. The discussion of group insurance and pension plans has been brought up 
to date and much improved. The material on the OASDI program is well written 
but a little too closely for either accuracy or clear understanding. It is, of course, 
out of date because the Social Security Act was amended while the book was 
being printed. 

The teacher of life insurance courses is faced with something of a Hobson’s 
choice: Huebner and Black is still a little too elementary and sugar-coated, Mac- 
lean a little too company-oriented, Magee a little too poorly organized, Mehr 
and Osler a little too brash and bulky, and the forthcoming McGill a little too 
complex and closely written. Perhaps the next go-round of revisions will pro- 
duce the perfect text, but this cynical reviewer reserves the right to continue dis- 
senting indefinitely. 

O. D. DickERSON 
Florida State University 


Life Insurance. By Joun H. Macee. 3d ed. Homewood, IIl.: Irwin, 1958. Pp. 
XVii+819. $6.95. 


This is the third edition of the versatile and ubiquitous John Magee’s Life Jn- 
surance, originally published in 1939 and revised in 1951. No radical changes in 
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approach or execution are evident. Here the author’s clear and highly readable 
elementary textbook has been simplified and the material brought up to date. 
There has been a sloughing-off of several possibly superfluous introductory and 
background sections, the addition of a healthy dose of health insurance material, 
and a significant expansion of the life estate programing section. The net effect 
is a substantial narrowing of focus from the general to the particular—less of 
Magee’s General Insurance and more of Magee on Life Insurance. If it can be 
safely assumed that most of the readers of this text have been through a general 
insurance course, the background sections in the earlier edition were redundant 
and have been wisely omitted. 

It may be that the author has gone a bit too far in this focus-narrowing busi- 
ness. With ail due respect to the wishes of publishers for textbooks less weighty 
in a physical sense, the elimir tion of almost all mention of governmental in- 
surance and annuity matters except for a brief section incident to programing 
appears unwise to the reviewer. Completely missing from both the Table of Con- 
tents and the Index are the important subjects of Old Age and Survivors Insur- 
ance and National Service Life Insurance. For a large portion of the American 
population, the life insurance and retirement benefits provided by the social se- 
curity and veterans’ programs are the basic foundations upon which their insur- 
ance structures are built. The lay buying public and, like it or not, the insurance 
practitioner need to know more—not less—about the extensive coverages and 
liberal survivorship benefits of these programs. This knowledge is not aided by 
the near-omission of the subject in a basic text on life insurance. The American 
College of Life Underwriters found the subject of governmental insurance and 
social security so important and so inadequately covered in most of the leading 
life insurance texts that it was necessary to add special brochures on these cover- 
ages in the C.L.U. Study Supplement. 

Also missing from this 1958 revision is the chapter on taxation. Portions of 
this tax material can be found scattered through the other sections. Admittedly, 
there is simply not room in a basic life insurance text for an involved explana- 
tion of the intricacies of federal income, estate, and gift taxation or state 
premium taxes, but, in the opinion of the reviewer, the omnipresent tax specter 
cannot be driven away by being ignored in life insurance estate planning or in a 
text on life insurance. 

The reader will find another feature of the earlier edition missing here, this 
time definitely for the good. The chapter recapitulations, rather lengthy sum- 
maries in quasi-outline form and not noted for their utility to the student, were 
removed. 

The addition of three new chapters on individual health insurance, group 
health, and group major medical insurance properly emphasize the new impor- 
tance of health coverages to the life insurance industry. Formerly a poor and 
misunderstood stepchild, health insurance has now been recognized as a poten- 
tially wealthy, though still misunderstood, blood relative of life insurance. The 
author did a very thorough and competent job of explaining these relatively new 
coverages. The other major alteration in this new edition was the splitting of the 
life estate programing chapter into three shorter chapters, the net result being a 
doubling of the section on programing and a much more comprehensive coverage 
of this topic. 

Throughout the book, the author has added most acceptable explanations of 
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the latest terms and concepts that have evolved since 1951. Right up to the 
minute are the interpretations of such subjects as variable annuities, the “split 
dollar” plan, mortality table X,7, deficit premium reserve, mandatory security 
valuation reserve, and the new protection of insurability coverage. The author 
certainly did not go to sleep on his subject after the first edition. 

Davwp R. FitcH 
Texas A. & M. College 


International Finance 


Debt Servicing Capacity and Postwar Growth in International Indebtedness. By 
DracosLav AvraMovic. Baltimore: Johns Hopkins Press, 1958. Pp. xvi+228. 
$5.00. 


This book should be of interest to bankers, government officials, legislators, 
and economists concerned with international investment. Produced under the 
sponsorship of the International Bank for Reconstruction and Development, it is 
the first authoritative and comprehensive study of the growth of external in- 
debtedness of fifty-two countries in the postwar decade 1946-55 and of their 
ability to service the increased debt. 

Its author, who is a member of the Economic Staff of the institution, addresses 
himself to the question whether the large increase in the obligations has exceeded 
the capacity of the borrowing countries to maintain the debt service. He has 
based his investigation extensively on the “International Bank country reports 
and other documents which are prepared by the staff for internal use in connec- 
tion with the Bank’s operations” and on other official source materials. Struc- 
turally, the book comprises eleven clearly and concisely written chapters, but- 
tressed with forty-four statistical tables, brought together here for the first 
time, and five charts. It also has seven large appendixes on sources and methods 
and a fourteen-page Index. 

In the first three chapters of the book, Mr. Avramovic describes the postwar 
flow of international long-term capital, principally on public account, and the 
consequent increase in indebtedness and service payments of the borrowing 
countries. This he follows with a review of the world economic climate in which 
the increase in debt and debt service took place (chap. iv) and with an analysis 
of the changes in income and savings in debtor countries in relation to growth in 
their service payments (chaps. vi-vii). He then examines the relationship be- 
tween service payments and the export earnings of debtor countries (chap. viii) 
and the problem of the transfer of the debt service (chap. x). 

The general conclusions which Avramovic draws from the study (chap. xi) 
indicate that in the majority of debtor countries the increase in indebtedness 
was accompanied by notable economic advances which not only provided a solid 
basis for the maintenance of the higher level of service payments but yielded, in 
addition, substantial receipts that enabled them to finance increasing amounts of 
domestic consumption and investment. But he apparently qualifies this general 
finding by observing that “fixed debt service commitments of debtor countries 
have risen over the decade and they now account for a larger share of external 
earnings, thus increasing the element of rigidity in their balance of payments. 
This is particularly the case in a number of Latin American countries” that 
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depend on the export of a narrow r nge of primary products, making them “vul- 
nerable to temporary fluctuations in external receipts arising from a recession in 
international demand or a breakdown in the supply of a major product.” While 
postwar experience showed that, on the whole, debtor countries were able to 
overcome short-term disturbances, Avramovic warns that “a deep and pro- 
longed decline would seriously aggravate the world transfer problem.” 

In fact, the adverse changes in the world economic setting since the fall of 
1957 have already so seriously affected many debtor countries that they face ex- 
treme financial difficulties, according to a recent survey (Joseph R. Slevin, “Un- 
derdeveloped Nations Nearing Financial Crisis,’ New York Herald Tribune, 
March 5, 1959). While, so far, there has been no actual default on debt obliga- 
tions, one country at least, Turkey, had to be granted a debt moratorium, and 
negotiations are under way to reschedule its debt. However, according to this 
survey, “one country after another has reached the point where it cannot carry 
additional debt, for it cannot meet the annual combined interest and principal 
payments.” 


ARTHUR LEON HORNIKER 
Washington, D.C. 


The Inflationary Spiral: The Experience in China, 1939-1950. By Cuanc K1a- 
Nova. New York: Wiley; Cambridge, Mass.: Technology Press of Massachu- 
setts Institute of Technology, 1958. Pp. xvii+394. $10.00. 


A short review cannot do justice to the multifaceted competence of this very 
unusual book. The wisdom it reflects may be hindsight, but it carries lessons 
which might well be pondered in many countries today. For example: “On the 
basis of recent Chinese experience, it can be stated without equivocation that the 
complexity of modern economic life defies the grasp of any single individual, 
least of all a political leader preoccupied with many other responsibilities. To 
permit absolute and arbitrary control by a single person is to court disaster.” 
And: “To a large extent the government’s inability to raise revenue by non-in- 
flationary means and to absorb surplus demand through savings and taxation 
was due to its fear of losing popular support, of offending vested interests, and 
of facing a difficult task with courage and determination. Not possessing the 
wisdom and courage to undertake unpopular measures, the government could, of 
course, have reduced the scale of its spending. But it persisted in its refusal to 
take any effective steps to trim expenditures and, overemphasizing the impor- 
tance of prestige and outward military power, it underwrote political and mili- 
tary expenditures regardless of their economic consequences. It was curiously 
blind to the fact that in the long run economic health is the prerequisite of 
political power. It sought an easy way out of its financial difficulties, only to 
court eventual disaster.” 

Now visiting professor of economics at Loyola University (Los Angeles), Pro- 
fessor Chang was, for twenty-five years, governor or deputy governor of the 
Bank of China. Drafted into the service of the Nationalist Government in 1935, 
Chang served in various cabinet posts during the subsequent decade and at one 
time was economic adviser to the Nationalist Government. At the peak of the 
Chinese inflation in 1947 and 1948, he was the very unhappy governor of the 
Bank of China. An orthodox economist with a strong bias against political con- 
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trol of the financial system, his distaste for inflation grew markedly as the Chi- 
nese price index rose from 100 in January-June, 1937, to 287,700,000 by July, 
1948. ; 

The volume is divided into four parts. The first is a historical account of the 
development of the Chinese inflation. The second analyzes the growth of aggre- 
gate demand and aggregate supply. The third is an account of the government’s 
anti-inflationary efforts and reasons for their failure. The final part draws lessons 
from the Chinese experience and suggests some cautions and safeguards for un- 
derdeveloped countries. There are valuable statistical appendixes and a useful 
map of China. 

Bcause of its failure to institute basic financial reforms, Chang concludes, the 
government was increasingly compelled to resort to direct and discretionary con- 
trols over production, prices, wages, foreign trade, foreign exchange, success in 
which was particularly unlikely in view of the absence of the requisites. In short, 
“Gt came to concentrate its efforts on the symptoms of inflation rather than on its 
causes.” 

Jerome B. CoHEN 
College of the City of New York 


Massnahmen zur Férderung der privaten Kapitalbildung im Portugiesischen 
Reich. By RALPH von GersporFF. Zurich: Polygraphischer Verlag, 1958. Pp. 
xvi+ 265. Swiss fr. 12.45 (paper). 


This valuable contribution to our knowledge of economic development in 
countries with a low standard of living demonstrates how capital formation can 
be insufficient even in the presence of a stable currency, low rates of interest, an 
experience of decades of budget surpluses and favorable balances of payment, 
and where annual increases of national income of 6-7 per cent outdistance the 
growth of population (3 per cent). 

Portugal’s lack of domestic raw materials is shared by Switzerland, which en- 
joys one of the highest standards of living in Europe and which cannot draw on 
the natural resources of colonies in Africa and Asia, as Portugal does. 

Taking for granted the susceptibility of the Portuguese consumer to the 
demonstration effect of higher standards of living elsewhere (Ragnar Nurkse, 
James S. Duesenberry), there remains only to put the blame on an antiprogres- 
sive attitude of government or on lack of entrepreneurs or lack of savings. The 
book concentrates on the causes of insufficient domestic capital formation, on 
the methods now in force to stimulate it, and on the author’s further suggestions 
for their implementation. 

This book is an unbiased and well-balanced appraisal of very concrete prob- 
lems in the development of a backward corner of Europe, and the data, analysis, 
and recommendations given by the author provide an original contribution to 
economic development. The stimulation of capital formation through fiscal poli- 
cies is emphasized and is probably of greatest interest to United States readers. 


Rosert M. WEIDENHAMMER 


University of Pittsburgh 
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International Economics. By CHaRLEs P. KINDLEBERGER. Rév. ed. Homewood, 
Ill.: Irwin, 1958. Pp. xxii+636. $7.00. 


This is a most useful book not only as a basic text for a two-semester course 
in international trade and finance but also as a closely knit piece of analysis for the 
general reader. Comprehensive reviews in the field of international economics are 
scarce, and Professor Kindleberger’s panorama of international trade theory, 
commercial policy, international capital movements, and balance-of-payments 
disequilibriums and adjustments—presented in a straightforward and skilful 
fashion—is illuminating. 

The book streamlines, simplifies, and revises an earlier text published in 1953. 
In particular, it incorporates a number of new chapters, including a discussion of 
international transfers, migration, and intergovernmental economic assistance. A 
new theme permeates the revised edition—the fundamental importance of the 
distinction between partial-equilibrium and general-equilibrium analysis. Alto- 
gether, the new ideas in the international trade theory are lucidly summed up 
and critically appraised. 

Yet, to my mind, the book leaves something to be desired. For one thing, it 
devotes little attention to the historical development of international trade and 
finance and to the actual flows of trade and capital in the world today. And, for 
another, the view that “in the armory of the Compleat International Monetary 
Economist, there is room for more than one approach, and more than one de- 
vice” might well be miscontrued as making respectable many forms of direct 
controls over international trade and payments that have been rejected by the 
economically more advanced nations. 

Also, in reviewing the balance-of-payments disequilibriums and in listing the 
remedies, the author makes no reference to time and place. The result is, among 
other things, that a disequilibrium brought about by a depression “abroad” (a 
euphemism for the United States) is discussed at much greater length than one 
emerging from inflationary spending at home. Yet the former is but a historical 
reminiscence, while the latter has been a pressing concern in much of the world 
throughout the postwar period. Strangely enough, more is said about the duties 
of the surplus country than about those of the deficit country. 

In the last chapter on international economic equilibrium and international so- 
ciety, the author contrasts economic efficiency in world trade and payments, 
which governed the laissez faire of the nineteenth century, with what he calls 
“international equity,” which he discerns in foreign grants to the less developed 
countries and in certain forms of international lending today. Professor Kindle- 
berger rejects a redistribution of incomes among countries along the lines advo- 
cated by certain spokesmen in the United Nations Economic and Social Council, 
but he calls for continuing economic aid by the stronger to the weaker countries 
on the ground that the underdeveloped countries, which now regard inflation and 
balance-of-payments deficits controlled by import restrictions as “the fastest 
means of developing economically,” may “slowly come to appreciate that they 
benefit from a functioning international economy.” Only thus may they “be pre- 
pared to accept some restraints on their conduct, in exchange for those on de- 
veloped countries, and for the international lending.” Upon encountering this 
thought, which concludes the entire book, the reader wonders whether the long 
trip through the maze of theory and policy was really necessary. 


M. A. Kriz 
New York City 
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Investments 


A Critique of the United States Income and Product Accounts. By the ConFER- 
ENCE ON RESEARCH IN INCOME AND WEALTH, NATIONAL BUREAU OF ECONOMIC 
RESEARCH. Princeton: Princeton University Press, 1958. Pp. ix+589. $11.50. 


This is Volume XXII of the invaluable series of “Studies on Income and 
Wealth” started in 1937. It records the papers and the discussion of a meeting of 
the conference held in November, 1955, and is thus exempt from “the rules gov- 
erning submission of manuscripts to, and critical review by, the Board of Direc- 
tors of the National Bureau” of Economic Research. 

Styled “an appraisal of the national income and product accounts prepared by 
the Office of Business Economics, Department of Commerce,” it presents the 
viewpoints of more than a score of participants, As these men were outstanding 
economists, with strong and divergent opinions, it is not surprising to find wide 
differences in the views expressed. There is no editorial reconciliation, summa- 
tion, or weighing of these views other than criticisms by discussants. It follows 
that a casual reader or one uninitiated in the higher mysteries of economics will 
inevitably have his faith in the government estimates sorely tested. While it is 
well to know the limitations of such government statistical information, the sub- 
stitution of facts for faith can lead to economic apostasy. 

It follows that these proceedings should not be used as a textbook; nor should 
they be used as collateral reading, except for the most dedicated among the ad- 
vanced university and college students of economics. In short, this work is a 
scholarly critique of national income and product estimates and the methodology 
of their preparation and thus should lead to improvement in the art of measure- 
ment of the broad economic and social forces which mean so much to all of us 
nowadays—statesman, economist, politician and voter, alike! 

RAYMOND RopcGERS 
New York University 


Investments for Professional People. By Ropert U. Cooper. Rev. ed. New 
York: Macmillan, 1959. Pp. xvi+342. $4.95. 


The purpose of this revised edition, like the first edition, is to familiarize the 
professional man with a method of determining the pros and cons of investment 
possibilities and to encourage the development of a systematically planned in- 
vestment program. The need for such a “method” is apparent in the eyes of the 
author, a physician, who says that “the majority of professional people are not 
properly prepared for handling their investment problems.” 

As noted by Dr. Cooper, many of the topics discussed in chapters i and ii are 
of little interest to the salaried professional man. It is doubtful whether such 
subjects as office location, determination of fees, and the collection of accounts 
should be included in an investments book. The author distinguishes among the 
various kinds of insurance policies and annuities; discusses the utilization of sav- 
ings institutions; covers federal income tax regulations; explains methods of ap- 
praising real estate; indicates some of the “fundamentals” in the analysis of 
financial statements; and considers some of the basic factors in selecting bonds, 
preferred stocks, common stocks, and investment company securities. 
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While it is a desirable objective of the author to try to avoid technical details 
as much as possible, his lack of attention to careful definition of terms and the 
nature of his abbreviated discussion may add more to the bewilderment than to 
the understanding of the beginning investor. For example, he uses the term 
“banking institution” when the term “financial institution” would be more appro- 
priate (p. 91). He treats “funds” synonymously with the “surplus account” 
(p. 133) and confuses a “sinking fund” with a “sinking fund reserve” (pp. 148- 
49). He suggests that authorized but unissued stock “constitutes a reserve avail- 
able for future contingencies” (pp. 149-50) and speaks of the “preferred stock 
liability” (p. 152). He implies that the SEC requires that the prospective in- 
vestor must be furnished with a prospectus on all new security issues except in 
the case of “corporations capitalized at less than $300,000” (p. 212). The author, 
a surgeon in Washington, D.C., and a director of a bank in that city, does not 
consider the many securities and transactions which are exempt from registering 
under the Securities Act. There are many other examples of such technical errors 
in this book, but they are of the type that would be expected if a layman should 
attempt to write an elementary medical textbook. 

The person familiar with ‘he first edition of the book published in 1952 would 
discover very few changes in the revised edition. Excluding a few minor para- 
graph clarifications, the only difference between the two editions is that infor- 
mation on (1) the current regulations governing federal income tax and estate 
tax and (2) the features of the new Series E and Series H savings bonds has been 
incorporated in the revised edition. There are, however, no conceptual changes in 
the new book. Both editions have thirteen chapters, and the Table of Contents 
and Index are identical. 

In regard to the selection of reference included in the Bibliography, the author 
states: “It was deemed advisable to eliminate all books which have not been 
revised to reflect the pronounced economic changes that have transpired since 
1940” (p. 311). Investigation of the books included in the Bibliography reveals, 
however, that not one of the references included in the first edition was elimi- 
nated in the revised edition of Cooper’s work. The only changes are those which 
involve changing the year of publication to reflect the fact that the reference 
cited is an annual publication (i.e., Lasser, Your Income Tax). At least fifteen of 
the sixty-three references included in the Bibliography have been revised since 
the first edition of this study in 1952, but the date of the revision is not recorded 
in Dr. Cooper’s book. 

While this volume may assist the begining investor in developing an invest- 
ment program, it will probably be of little value to the reader already familiar 
with the fundamentals of investment. The author’s firsthand knowledge of his in- 
tended reader’s investment problems strengthens his suggestion that “the pro- 
fessional man with fairly large amounts of money available for speculative in- 
vestments and with insufficient time or knowledge to analyze securities himself 
may profitably engage the services of a professional investment counsellor to 
supervise the development of his portfolio.” This volume includes very little 
material that is not more udequately covered in standard college investment 
and personal finance textbooks. 


RonaLp S. Foster 
The Ohio State University 
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Investment Banking Functions: Their Evolution and Adaptation to Business 
Finance. By Merwin H. Waterman. Ann Arbor, Mich.: University of Mich- 
igan Bureau of Business Research, 1958. Pp. 190. $4.00 (cloth); $2.00 
(paper). 

Professor Waterman examined the opinion of Judge Medina and the briefs 
prepared by counsel for the seventeen investment banker firms in connection 
with the antitrust suit which was decided in 1953. There is no indication in the 
Preface or in the text that he examined the brief prepared by the prosecution. 

The author hoped to achieve two purposes. First, he hoped to explain the 
“whys” and “wherefores” of the investment banking business to those already 
versed in it. Second, he hoped that neophytes in the business and persons con- 
sidering possible employment in investment banking would benefit from the brief 
history and functional analysis. The Joint Committee on Education Representing 
the American Securities Business raised funds for Professor Waterman from its 
six direct sponsors: the American Stock Exchange, the Association of Stock Ex- 
change Firms, the Investment Bankers Association of America, the National 
Association of Investment Companies, the National Association of Securities 
Dealers, and the New York Stock Exchange. 

After a brief introductory chapter on the importance of investment banking 
in the growth of capitalism, there is a short chapter on the early evolution of 
investment banking in the United States from the Colonial period up to about 
1890. A chapter on the “Middle Ages” of investment banking covers the period 
from 1890 to 1933, followed by two chapters on modern investment banking 
which take up more than half the pages in the volume. There are two relatively 
short chapters on current investment banking services and an evaluation of the 
investment banking business. 

Professor Waterman has missed an opportunity to render a valuable service 
and, in publishing the volume under review, has rendered a disservice to himself, 
his profession, and his sponsors. Having spent years wading through the mass of 
defense material in connection with this case (testimony amounting to five mil- 
lion words; a court record extending over 100,000 pages, at an estimated cost to 
the defendants in excess of $7 million and a cost to the federal government in 
excess of $2 million; and Judge Medina’s opinion running into hundreds of 
pages), he was in a position to summarize the main points of the defense in a 
historic case. Instead, he purports to provide the reader with a history of the 
evolution of investment banking. 

The historical part of his volume is based almost entirely on materials in con- 
nection with the suit, except for the thirteen pages on the early period, which is 
based on a few secondary sources. There are at least eighty-six references to the 
case record and Judge Medina’s decision; an undetermined number of additional 
references to such materials as government documents are taken directly from 
the Medina decision, including, in at least two cases, the faithful reproduction of 
typographical errors in the Medina opinion (see Waterman, p. 47, nn. 85 and 86, 
the corresponding materials in 118 F. Supp. 621, p. 695, 2nd the original govern- 
ment documents). 

Those versed in investment banking will find a much better statement (and 
defense) of the evolution of investment banking in Professor Waterman’s prin- 
cipal source, i.e., the early part of the Medina decision. It is recommended also 
for neophytes and those considering possible employment in investment banking. 
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This reviewer will respect the author’s request not to blame his sponsors and 
those who took a “friendly and professional interest” in his work and will let the 
blame rest where it belongs. 

W. N. Peacu 
University of Oklahoma 


Money and Banking 


Inflation: A Study in Economics, Ethics, and Politics. By G. L. Bacu. Provi- 
dence, R.I.: Brown University Press, 1958. Pp. vii+103. $2.50. 


This excellent little book contains the Colver Lectures delivered by Professor 
Bach at Brown University in 1957. While directed mainly at the general reader, 
there is much for the professional person. 

The work is divided into four chapters, which may be read separately as well 
as consecutively. The first chapter analyzes the war and postwar effects of infla- 
tion, and in the second the author suggests why he considers that the price level 
over the coming decades will rise. The concluding two chapters examine the type 
of economic and social policies judged to be most applicable in meeting the 
prospect. 

Defining inflation as a rise in the price level, it is one of Bach’s main theses 
that we live in an age of “intermittent, interrupted, yet persistent stair-step 
secular inflation” (p. 67). Inflation will continue to be a major social phenomenon 
for the remainder of this century, even though the recession cannot be regarded 
as dead. With this as his thesis, Professor Bach is led into analyses of the effects 
of the war and postwar inflation upon total output, income and wealth distribu- 
tion, and the business firm, Moderate inflation, he feels, has only a slight effect 
upon real output, one that is not predictable a priori. With respect to shares of 
income and wealth, he finds the effects of inflation to be less drastic than often 
claimed, but nonetheless significant. Particularly hurt have been savers, older 
persons, and employees of government and non-profit institutions. Business 
profits have been fictitiously high, something avoidable by calculating deprecia- 
tion on a replacement-cost basis. 

For the author the roots of secular inflation lie deep in our sociopolitical proc- 
esses and economic institutions. In particular, a government which is committed 
to full employment no longer has the sole authority to establish levels of employ- 
ment, income, and prices. Economic interest groups in our society have a power 
equal to that of government. Their insistence on higher wages and prices to in- 
crease their share of income forces the government under its employment com- 
mitment to validate the new cost-price level. 

Given these conditions, how likely is a runaway inflationary spiral? Not at all 
probable, says Bach, mainly because there is widespread public resistance to rapid 
peacetime inflation. America possesses ‘a strong stable money mores” (p. 51). 

To cope with the prospect of secular inflation, the author indicates two alter- 
native government economic policies. One is to take a firm stand for stable prices, 
recognizing the problem that this poses for full employment; the second is to 
accept the inevitability of rising prices and rearrange our economic practices 
accordingly. The latter he rejects, and the former, to be successful, must rest on 
popular support. The most satisfactory choice is to take a firm stand against 
inflation, simultaneously recognizing that interest groups will continue to claim 
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more than their proportionate income share. Thus some inflation is likely to 
occur, and equity will require government to offer safeguards against its effects 
on the distribution of income and wealth. 

The specific safeguards that Bach offers are, first, government action to per- 
mit computation of business income taxes on a price-level-adjusted basis, issu- 
ance of at least one stable purchasing-power government bond, and the placing 
of a cost-of-living clause in government-administered prices. Second, private 
contracts would be permitted in which the parties are protected against the 
currency depreciation—e.g., the sale of variable annuities. 

This is a stimulating book from one who can speak with authority. He has 
succeeded admirably in stressing that the problem of inflation is one which can- 
not be divorced either from democratic political institutions or from social mores. 
Something akin to currency stability can be achieved only by vigorous effort. 
This reviewer is inclined to agree with Professor Bach that price stability should 
be stated explicitly as an objective of the Employment Act. 


Epwarp J. CHAMBERS 
Montana State University 


Economic Forecasting. By V. Lewis Basste. New York: McGraw-Hill, 1958. 
Pp. ix+ 702. $8.75. 


About half this book is devoted to developing short-term, over-all forecasting. 
The rest is about equally divided between (1) industry, area, and sales forecasts; 
(2) stock and money market forecasts; (3) trend projection; and (4) derivation 
of measures. 

Much emphasis is placed on the way imbalances lie at the root of business 
fluctuation. Sometimes this relates more closely to an explanation of business 
fluctuation than to forecasting. 

Many interesting fundamental statistical relations are presented, perhaps most 
notably on short-term inventory change. For instance, the approximate Metzler 
thesis is statistically illustrated. 

Recycling in forecasting with the GNP model is developed in detail. An in- 
teresting approach employed in this connection is an application and check on 
the consumption function. 

Bassie follows what he calls “flexible statistical analysis” and emphasizes 
thinking in terms of a circular flow of income. He rejects strict econometric 
methods, partly because they involve too rigid a system. 

Much emphasis is placed on judgment in forecasting, but the reviewer has the 
feeling that the points would frequently be clearer if attention had been focused 
on plausibility of assumptions or decisions made on procedures taken. Possibly, 
Bassie should have taken more seriously the critic quoted on page 25 with regard 
to emphasis on rules of conduct as opposed to forecasting procedure. Frequently, 
problems of measurement are presented when forecasting techniques might be 
expected. 

The reviewer questions Bassie’s position that short-term forecasts should 
always begin with deflated values. At issue is the importance of current “trend” 
of movement compared with “disturbances” latent in indicated relationships. At 
certain points errors of fragmentation appear to be overemphasized (e.g., pp. 
175, 221-25). 
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The position on anticipatory data does not appear to be as extreme as in 
Bassie’s earlier writings, but there is some confusion (pp. 167, 240, 242). The 
reviewer emphasizes that, while expectations do not call the turns, they are quite 
important in developing momentum in the expansion and contraction phases. 

The importance of sales forecasting in planning business activity appears gen- 
erally to be understated. There might be planned action devoid of forecasting to 
control effort in the interest of specified goals, but the case does not appear 
typical or most desirable. The importance of planned action in self-defeating 
activities is recognized, but is denied in self-fulfilling activities (pp. 108, 218). 

Emphasis on the importance of information on income distribution varies. On 
pages 426-30 the position appears to be that its use would be no better than 
confusing, while on pages 554-57 its use appears important. 

For at least some purposes, the outline employed gives the appearance that 
many subjects are discussed at scattered points—for instance, in price forecast- 
ing. While scattered discussion is no doubt unavoidable, possibly the reasons for 
it could have been made more obvious. 

In spite of these points, stated in all frankness by the reviewer, this is a good, 
solid book. It has added substantially to our understanding of forecasting. 


Lehigh University ELMER CLARK BRATT 


Benjamin Strong, Central Banker. By LestER V. CHANDLER. Washington, D.C.: 
Brookings Institution, 1958. Pp. x+495. $6.00. 


When Dr. Chandler was asked to undertake the task of writing a biography of 
Benjamin Strong, his chief concern was whether or not adequate material would 
be available. Any fears he may have had on this score were soon dispelled. As 
he states in his Preface, “Strong left a mass of letters, memoranda, and notes, 
which were preserved by his family, the Federal Reserve Bank of New York, 
and the Federal Reserve Board” (p. ix). These, plus personal impressions of 
those who knew Strong, provided a more than adequate supply of data for the 
task. 

In writing this biography, Chandler excluded, or dealt with but briefly, ma- 
terial that had little or no bearing on Strong’s career as a central banker, as well 
as materials easily available in public documents or other readily accessible 
sources. Even with these exclusions, sufficient data remained to present a de- 
tailed and highly informative picture of this great central banker. 

After a prologue dealing with the circumstances surrounding the passage of 
the Federal Reserve Act, Chandler devotes a chapter to Governor Strong. This is 
followed by chapters on the opening of the Federal Reserve Bank of New York 
for business, World War I, the aftermath of the war, the new goals and new 
methods developed in the 1920’s, and international co-operation. 

in the wake of this discussion come four chapters pertaining to specific Euro- 
pean stabilization plans (in Great Britain, Belgium, France, Italy, Poland, and 
Bulgaria) in which Strong and the Federal Reserve played a significant role. 
Chandler then reverts to a general discussion of Strong’s last years and concludes 
his study with an epilogue comprising some of his own ideas, opinions, and 
speculations. 

There would appear to be no question that Benjamin Strong was the most 
capable and influential single figure of his time in the Federal Reserve System 











wer wao = 


wre Wa &S FF 











Book Reviews 455 


and probably is the outstanding figure in the entire history of the system to date. 
This being the case, Chandler’s biography of Strong is a definite and valuable 
contribution to Federal Reserve literature. The picture of Strong presented there- 
in reveals much about the man that has heretofore not been evident in the pub- 
lications that have been available. For example, an impression has prevailed that 
Governor Strong at times pursued his policies without much reference to the 
opinions and desires of the Federal Reserve Board and other Reserve bank 
governors. This biography dispels any such notion. Strong was most meticulous 
in obtaining approval in the proper quarters of any move he might make. Ap- 
proval was generally obtained because of Strong’s great ability and commanding 
personality, but he did not take important steps without going through the proper 
channels. 

This biography should most certainly be read by anyone interested in the 
development of the Federal Reserve System. It is well written, as might be ex- 
pected, and casts new light on much of system policy prior to the Great Depres- 
sion. It is unfortunate that the Federal Reserve was deprived of the services of 
Governor Strong during the troubled years that followed 1929; his untimely 
death occurred in October, 1928. 


FREDERICK A. BRADFORD 
Lehigh University 


Money and Banking. By LELAND J. PritcHarD. Boston: Houghton Mifflin, 1958. 
Pp. xiv+783. $6.95. 


The evolution of comprehensive textbooks in the field of money and banking 
has run roughly parallel to the development of economic theory and policy. If 
one takes as a point of departure the difference between Alfred Marshall’s 
Principles of Economics and his Money, Credit, and Commerce, the student will 
discern major trends or tendencies. Early texts in money and banking empha- 
sized the theoretical impact of money, credit, and trade on prices, thus maintain- 
ing a link between economic theory and monetary theory. In both areas the 
methodology ran from theory to practice, with institutional description used to 
show how imperfections arose. But often a text, like Taylor’s important (to the 
writer) volume, relied principally on the development of theoretical tools for 
analysis of money and banking in the economic order. 

A landmark in the literature of money and banking was James Washington 
Bell’s outline, written in the 1920’s, which gave rise to a sequence of treatment 
of money, banking, and credit, price-level theory, and banking policy, but which 
integrated institutional description with the theoretical framework. This outline, 
relatively unknown today, gave rise to a complete series of texts: Bradford, 
White, Westerfield. Even today it is followed in main by such authors as 
Prather, Kent, and, to considerable extent, Pritchard. It seems strange to this 
writer that insufficient homage has been paid to the apparent father of most of 
today’s courses in money and banking. 

After the addition of Keynes’s Treatise on Money and his General Theory, it 
became necessary to integrate the national income (flow) approach to money, 
credit, and prices of the type developed by Fisher, Laughlin, and Marshall or to 
develop a completely new outline. In the writer’s opinion, Hart tried the latter, 
Pritchard the former. But the “shot-gun marriage,” complicated by the emer- 
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gence of financial institutions which augment or replace commercial banks in the 
direction of funds toward productive uses, is most difficult to handle by authors, 
teachers, and students. The path from theory to practice to policy is never clear; 
it doubles back on itself unless extreme care is exercised. It is into this trap that 
Pritchard’s volume appears to fall. 

Starting with an orthodox treatment of money and monetary standards, 
Pritchard begins to raise questions of policy almost from the outset. Continuing 
along Bell’s outline into bank administration and credit, he covers in admirable 
fashion many vital questions of bank policy from the viewpoint of both the 
individual bank and the banking system. The use of “T” accounts is most in- 
genious and helpful. 

Pritchard deals with intermediate financial institutions only in their relation 
to commercial banks. This is consonant with the use of a preliminary course in 
financial institutions but may offer difficulties in most schools. Yet this is no 
different from the peripheral treatment of auxiliary financial institutions found 
in many schools and texts, and it certainly avoids compounding of erroneous 
impressions. Pritchard gives references to adequate readings in this area through 
an appendix. 

Oi more significance is Pritchard’s inclusion at the end of the section on com- 
mercial banking operation and structure a chapter on “Commercial Banks: The 
Savings-Investment Process.” Here the reader is plunged, without benefit of 
warning or of an introduction to the Keynesian approach, into some intricate 
analysis. Since some of the author’s terms are defined differently from their 
general usage, his reasoning leads to what could be considered unorthodox results. 
Yet such is not the case. The definitions become a focal point. When the author 
argues that time deposits would be more effectively used in the economy if they 
were in the hands of financial institutions other than commercial banks (p. 273), 
that spending of bank deposit expansion through the lending process causes 
“forced” savings by the public (p. 268), an understanding of the definitions set 
down in later parts of the book seems essential. Perhaps a careful reading of 
Keynes’s General Theory is assumed. But it causes the volume to present an 
admixture of elementary and highly sophisticated topics in a strangely ordered 
way. 

Pritchard varies from the Bell outline in treating historical developments 
after, instead of prior to or in conjunction with, theory and description. This 
tends to gloss over the nuances which some teachers may use to emphasize 
theoretical points. 

Part IV deals with the Federal Reserve System and its role in monetary 
management. Here the author’s words in favor of free enterprise encounter the 
national bias toward inflation, a topic to be re-examined in the concluding chap- 
ters, with pessimistic conclusions as to the effectiveness of monetary manage- 
ment against even passive fiscal policy. 

It is only after a very clear handling of the theory and practices of interna- 
tional finance and exchange rates, likely the best section in the volume, that 
Pritchard comes to monetary theory. Although no new interpretations are given 
here, his writing on the various approaches is most adroit and clear. To the flow 
analysis is added a series of four chapters, bridging Parts VI and VII, which 
explain the Keynesian mechanics and the national income flows of the Depart- 
ment of Commerce. As such, these are nicely done. But one might question the 
insertion of such materials in such volume into a money and banking text with- 
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out greater reference to the interactions of the monetary and credit structure on 
the business cycle. 

The concluding pages (754-55) contain a direct statement of Pritchard’s con- 
clusions on the objectives of monetary policy: 


If monetary savings are not to exert a depressing influence, creating the unemploy- 
ment the federal government is committed to forestall, they must have an outlet. In 
other words, there must be a concomitant expansion of debt . . . which involves the 
financing of real things. . . . Due to the apparent circumstance that the volume of goods 
and services offered on the market in a given period at the prices asked typically exerts 
historical costs of production, full employment requires more than the unretarded use 
of the voluntary savings of individuals and corporations in the financing of real invest- 
ment. .. . Perhaps a better method than debt expansion can be found to assure high 
levels of employment, and perhaps a better answer to the problem of debt than inflation 
is possible, but if such alternatives exist they are either unknown or unacceptable at the 
present time. 


Pritchard has a well-written, clearly conceived book, admirably presented by 
the publisher. But the problems of unity and coherence in the development of 
the study of money and banking loom large for the teacher of business students. 
Perhaps a closer adherence to Bell’s outline, with a more positive approach to 
the problems of inflation in the concluding sections on inflation might have 
proved more aitractive, at least to this writer. 

Francis J. CALKINS 
Marquette University 


Money and Banking: An Introduction to the Financial System. By W. H. 
STEINER, EL1 SHaprro, and Ezra SoLtomon. 4th ed. New York: Holt, 1958. 
Pp. x +740. $7.00. 


The central theme of this text is the relation of the monetary and banking 
system to the level of economic activity. The book is divided into six major 
sections. Part I, “Money and Credit,” introduces the concept of money, its uses, 
evolution, and significance in the control of economic activity. In general, the 
introductory comments are refreshingly brief and to the point. 

Part II, “Commercial Banking Structure and Operations,’ shows how the 
major part of the monetary stock comes into being and how it is destroyed. In 
this section the authors have followed the traditional view about the unique 
position of the commercial banking system in the financial structure. The section 
begins with a cursory description of the commercial banking structure and then 
examines the sources and uses of bank funds. A separate chapter on portfolio 
problems in the third edition has been eliminated, and some of the material of 
that chapter has been woven into the discussion of the uses of bank funds. The 
deposit mechanism is presented by successive approximations, and the presenta- 
tion is orderly, logical, and clear. The section concludes with a compactly written 
chapter on money and capital markets, including a discussion of the structure of 
interest rates. 

Part III, “Central Banking,” reviews the development of banking in the 
United States to demonstrate the need for a central bank. This is in lieu of a 
separate historical section and gives point to the historical material. Part III 
contains the necessary information about the structure and service functions of 
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the Federal Reserve and the control powers of the system. The section also in- 
cludes a chapter on the monetary powers of the Treasury. 

Part IV, “Monetary Theory,” shows how changes in the monetary stock are 
related to changes in other economic aggregates. The authors consider both long- 
and short-run theories of the value of money. The discussion of income theory 
is in two parts: (1) What forces in the economy determine the level of output 
and income? and (2) What is the role of monetary factors in this process? (p. 
473). A final chapter describes the financial intermediaries through which much 
of the savings-investment flow occurs. 

Part V, “Monetary Policy,” begins with a general introduction to monetary 
and fiscal policy. The course of monetary policy is traced from 1914 to 1957, 
and the discussion is broken into appropriate subperiods. 

Part VI, “International Monetary Relationships,” is divided into three chap- 
ters. The first explains the mechanism of foreign exchange and the balance of 
payments. The second describes the process of international adjustment. A final 
chapter deals with postwar international monetary relations. 

This text is notable in two respects: its stylistic clarity and its organization. 
Despite the multiple authorship, there is no abruptness or disturbing change of 
style. The authors explained in the Preface that stylistic clarity and simplicity 
of presentation were paramount goals in this latest edition. In the opinion of this 
reviewer, they have been notably successful in their efforts. 

The matter of organization also deserves special comment. The authors have 
made an organic whole of their material. Most of the chapters begin with intro- 
ductory paragraphs to remind the reader where he has been and to point the 
direction in which he is heading. These transitional paragraphs should be very 
helpful to the student who wants to keep the forest and the trees simultaneously 
in view. A second aspect of the organization concerns the balance of treatment 
of the different topics. This is always a problem for an author in writing a text 
and for an instructor in selecting one. Both authors and instructors often have 
pet areas of special interest, and, quite aside from personal interest, judgments 
differ about the relative importance of different topics. This text plays no favor- 
ites. Allowing for differences in the inherent difficulty of different topics, all parts 
are approximately equally balanced. The main virtue of this treatment is that it 
conduces to organic unity; the main disadvantage is that it underplays partic- 
ular topics which different instructors may wish to emphasize. Judicious selection 
of supplementary readings can readily overcome this latter deficiency while pre- 
serving the considerable benefits of the former advantage. 

Davin A. ALHADEFF 
University of California, Berkeley 


Public Finance 


Municipal Improvement and Finance as Affected by the Untaxing of Improve- 
ments and the Taxation of Land Values. By H. Bronson Cowan. New York: 
Harper, 1958. Pp. 50. $3.00 (paper). 


This is not a “book” in the ordinary sense, but a profusely illustrated 50-page 
pamphlet, 14 by 10} inches. The author is listed as research director of the 
International Research Committee on Real Estate Taxation, which, we are told, 
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was formed in 1940. This committee “is composed of three independent com- 
mittees . . . situated in the United Kingdom, Canada, and the United States.” 
The pamphlet carries three Forewords written by chairmen of the respective 
committees, Lord Douglas of Barlock, George S. Mooney, and Harold S. Butten- 
heim, who is also chairman of the international committee. 

The present publication is an abridgment of an unpublished report of over 
500 pages. The bulk of the material consists of information assembled by the 
research director, H. Bronson Cowan, a journalist from Ottawa. Field work was 
conducted by Cowan during the period from January, 1940, through December, 
1945. In addition, individual statements are presented from various officials in 
New South Wales, Sidney, Australia; Johannesburg, South Africa; and New 
Westminster, British Columbia. These statements were written in 1955 and 
1957. 

The general purpose of the pamphlet is to describe the development and 
present status of “site value” taxation in various sections of the world where it 
has been tried. In most cases information is given showing the relative values of 
land and improvements in the taxing jurisdiction and the proportion of total 
taxes levied on each category. Where possible, the distribution of the tax burden 
between land values and improvements is compared with what the distribution 
would or might be under the “annual rental” system of taxation as used in the 
British Isles or under the “capital value’ system as used in the United States. 

From the material presented it is possible to state these general conclusions: 
(1) The site value system of taxation (i.e., the partial or complete exemption of 
improvements) is widely used; it is no longer simply in the realm of theory. 
(2) In most cases, use of site value taxation has been made permissive with local 
units. (3) It has been used for relatively long periods of time (over sixty years 
in some sections of Australia and New Zealand) with relatively few reversions 
to other systems. Apparently, the system has proved reasonably satisfactory to 
the majority of the people. (4) Site value taxation has found greater acceptance 
in newer sections of the world, such as Canada, Australia, New Zealand, and 
South Africa. This seems to be in line with Henry George’s notion that the evils 
of land speculation were most noticeable in such areas. (5) There is little or no 
indication of a movement toward adoption of the system in the United States: 
Pittsburgh remains, apparently, the chief example of partial exemption of im- 
provements. 

In some instances, the claims made by advocates of site value taxation are 
quite extensive. In New Westminster, British Columbia, for example, we are 
told (p. 7) that the system “has largely eliminated speculation in land values. 
Taxes on houses have been reduced. Old buildings have been replaced by new 
ones. Areas which threatened to become slums have been rebuilt. It has at- 
tracted new industries.” 

We are told in a Foreword that the present report is “merely a summary” 
and that “much important supporting information had to be excluded.” Among 
the questions the reviewer finds unanswered are these: (1) Does site value tax- 
ation require a higher ability on the part of assessing officials? And would its 
adoption tend to improve the quality of assessment? (2) Does the use of site 
value taxation tend to stimulate or retard the development of other local revenue 
sources such as pay-roll taxes, sales taxes, etc.? (3) Does the use of site value 
taxation result in such a shift of tax burdens as to increase pressures for the 
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expansion of public services, which may appear “‘costless” to the majority of the 
population? 


CuHarLes P. WHITE 
University of Tennessee 


Water-Resource Development: The Economics of Project Evaluation. By Otto 
EcxsTE1n. Cambridge: Harvard University Press, 1958. Pp. xiii+300. $6.50. 


This volume is in a sense a companion piece to Multiple Purpose River De- 
velopment, written jointly by Eckstein and John V. Krutilla.1 The two books are 
in part the products of the same research project. The water-resources volume 
was, in its original form, a doctoral dissertation at Harvard (1955). 

The primary purpose of the study was an evaluation of the procedures used 
by federal agencies in measuring benefits and costs of proposed water-resources 
development projects. As a basis for such an evaluation, the author reviews 
various aspects of welfare economics to establish suitable standards. Eckstein 
regards the benefit-cost analysis, despite its limitations, as an important guide 
to intelligent governmental action in this field. 

The major criterion accepted for comparison of various projects is that of 
the benefit-cost ratios, rather than figures of return on investment, in light of 
the “budget constraint,” namely, the rationing of funds for the projects by 
Congress. This question is analyzed at length, together with various problems 
which arise in the estimation of benefits and costs, such as a satisfactory com- 
pensation for risk and the appropriate interest rate to use in determining cost. 
Eckstein points out tuat the government bond rate is far too low in terms of 
borrowers’ risk. But use of the 5—6 per cent figure based on consumer sovereignty 
with regard to intertemporal choices would preclude most projects and under- 
emphasize the interests of future generations. Thus a lower rate (perhaps 3 
per cent) is suggested, coupled with the requirement that the ratio of benefits to 
costs must be well in excess of 1 (perhaps 1.3) before projects are undertaken. 

The actual procedures now employed in the evaluation of flood-control, navi- 
gation, irrigation, and electric-power projects are reviewed, with the general con- 
clusion reached that they fall far short of ideal ones in several respects. With 
both flood control and irrigation, too much weight is given to indirect benefits of 
the projects, which often merely reflect diversion of activity. The calculation of 
benefits from improved navigation facilities on the basis of the reduction in rates 
below current competing carrier rates is condemned, and the long-run marginal 
costs of the competing carriers is offered as a substitute measure. Even this rule 
may be criticized when long-range investments in other transport facilities have 
already been made. In few fields of endeavor has government policy deviated so 
far from rather elementary economic principles, and Eckstein could easily be 
more severe than he is. 

The question of user charges is reviewed in light of actual practice, but no 
judgment is made on the question of increased reliance on charges, except to 
point out that such a policy would lessen local pressure for doubtful projects. In 
discussing navigation, Eckstein takes the questionable point of view that tolls, if 
used, should be based on marginal cost, which are usually negligible, once a 
project is completed. This argument ignores the income redistribution or com- 


1. Baltimore: Johns Hopkins University Press, 1958. 
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pensation aspect and the fact that if marginal cost is not the rate basis for other 
carriers, misallocation in transportation may result. Throughout, Eckstein de- 
liberately avoids income distribution questions; likewise he assumes full em- 
ployment, except for incidental reference to depression periods. 

While some sections are rather dull reading, on the whole the book is a well- 
written, worthwhile reference source on both practice and principles in the field 
and should aid in a better understanding of the problems by persons directly 
concerned with their solutions. 

JouN F. DuE 
University of Illinois 


Tax Avoidance vs. Tax Evasion. By SypNey A. GuTKIn and Davin BEcxk. New 
York: Ronald, 1958. Pp. vii+220. $10.00. 


This book is one of the series of practical studies in the ‘Tax Practitioners’ 
Library” published by Ronald Press. Each edition of the series treats a special- 
ized problem in taxation. This volume aims “to eliminate, insofar as possible, 
the muddled and overlapping currents that now exist in the areas of tax avoid- 
ance and tax evasion.” The approach has been to demonstrate, not to exhaust, 
the techniques and devices used in an effort to orient the taxpayer and his ad- 
viser and to provide a sound working tool for tax planning. 

The book is divided into four chapters and an appendix consisting of applicable 
sections of the Internal Revenue Code and a table showing criminal tax cases 
terminated in 1957 in each state, along with a bibliography, a list of cases cited, 
and an index. 

Chapter 1 defines terms and presents a brief historical development of evasion 
and avoidance, particularly as they apply to the taxes of the United States, es- 
pecially the modern income tax. In addition, the statutory developments con- 
cerning tax avoidance and civil and criminal tax evasion are examined. 

The morality in tax avoidance and evasion is briefly discussed. The authors 
hold that the immorality of evasion may be readily acceptable (although some- 
times difficult to resolve), since evasion involves a fraudulent act culminating 
in the violation of a statute with wilful intent. On the other hand, avoidance of 
taxes does not involve a fraudulent act or a breach of statute. Statements from 
court decisions are used to indicate the right of a taxpayer to reduce what would 
otherwise be the amount of his taxes or to avoid them altogether by means which 
the law permits. 

The second chapter classifies a selection of the various techniques and devices 
used by taxpayers in tax avoidance and tax evasion. Brief résumés of some 250 
cases and the findings in each are presented in about 55 representative categories, 
such as anticipatory assignment of income, capital gains, thin corporations, 
multiple entities, illegal businesses, failure to file return, reliance on tax adviser, 
etc. 

Chapter 3 classifies alphabetically by topical headings all the cases summarized 
in chapter 2. This classification serves a useful purpose for facilitating research 
for those who desire information as to previous action taken in like circumstances. 

The first part of chapter 4 sets forth the steps to be taken, particularly by a 
tax adviser when his client asks the question, “What shall I do about my affairs 
in order to save taxes?” Guideposts are set up for income tax minimization in 
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general. In addition, comprehensive check lists are enumerated to suggest steps 
that may be taken in planning for avoidance of income tax. 

The emphasis in the second part of chapter 4 is directed toward the handling 
of tax fraud cases. The authors specifically proclaim that the purpose of this 
section is not to recommend the use of any evasion devices or to overstep the 
bounds of propriety. However, once the area of evasion is entered, guideposts for 
handling evasion cases and specific steps to be taken by the taxpayer, his coun- 
sel, and his accountant are outlined. The taxpayer’s constitutional guaranties and 
the Treasury’s investigative powers are explained. Possibilities concerning var- 
ious aspects of evasion cases are outlined and include items such as co-operation 
with tax investigating agents, action in conferences, appearance before grand 
jury, taxpayer’s plea, counsel’s legal motions, the trial, testimony, burden of 
proof, and settlement of civil liabilities. 

The authors succeeded in their stated aims of presenting a practical study of a 
widespread economic phenomenon and of not attempting a battle of concepts or 
an excursion into the fanciful. Although based on analyses of court cases, the 
volume minimizes ponderous legalistic verbiage. The book would be useful par- 
ticularly to tax practitioners and also to others who desire to increase their 
working knowledge of taxation. 

PETE ZIDNAK 
San Jose State College 


The Tax on Accumulated Earnings. By Ropert S. HotzMan. New York: Ronald, 
1958. Pp. vii+136. $10.00. 


In a tax system characterized by highly progressive income tax rates, lenient 
treatment of capital gains, and a corporate tax with rates lewer than the higher- 
bracket personal tax rates, strong incentive is given to owners of closely hold 
corporations to retain earnings in the corporation and eventually realize on them 
in the form of capital gains. Different countries use various devices to check this 
practice. The United States for many years has followed the rule of applying a 
penalty tax, called the “accumulated earnings tax,” to “every corporation . 
formed or availed of for the purpose of avoiding the income tax with respect to 
its shareholders . . . by permitting earnings and profits to accumulate instead of 
being divided or distributed.” The rate is 274 per cent of the accumulated tax- 
able income if under $100,000, and 384 per cent if over. This feature of the law, 
originally Section 102 (but, since 1954, Sec. 531), is strictly a penalty measure, 
not designed in itself to produce revenue but to stop tax avoidance. 

Because of the penalty nature, knowledge of the tax is of the greatest impor- 
tance to corporation executives and tax advisers. The Holzman volume is de- 
signed strictly as a guide to the tax for such persons, to allow them to avoid any 
danger of following policies which may result in the incurring of liability for the 
tax. No attempt is made to analyze or evaluate the tax, as was done in the 
thorough study by James K. Hall for the Joint Committee on the Economic 
Report in 1952 (The Taxation of Corporate Surplus Accumulations). 

Holzman emphasizes the dangers of assuming that the 1954 changes, which 
shifted the burden of proof of the purpose of accumulations from the taxpayer 
to the government, eliminated any serious chance of application of the tax, and 
he argues that the change actually makes little difference for the taxpayer. Other 
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1954 changes were of greater significance, such as those which authorized a 
minimum of $60,000 a year accumulations before the tax can apply, shifted the 
base of the tax to the sum found to be unreasonably accumulated rather than to 
the entire accumulation when any portion was held to be unreasonably accumu- 
lated, and eliminated the requirement for immediate need on the part of the 
business for the funds as proof that they were not unreasonably accumulated. 

A large portion of the book is taken up with a review of the various reasons 
advanced in litigated cases for accumulation of the disputed sums and the atti- 
tude of the court toward the reason. From this discussion, the practice becomes 
relatively clear: so long as there is acceptable evidence that the business needs 
the funds for expansion or other purposes, the penalty will not be applied, even 
though the effect of accumulation is to reduce the owners’ tax liability. 

Later sections of the book suggest techniques by which firms can improve 
their case for accumulation, such as the making and preservation of statements 
relative to need for the funds. A few of these techniques imply that Internal 
Revenue agents never read books of this type, such as the argument that agents 
are not likely to question statements about reasons for the accumulations made 
in the annual report of the company, because it would not occur to corporations 
(except those whose executives had read this book) to write the reports with the 
Internal Revenue Service in mind! 

Joun F. DuE 
University of Illinois 


Fiscal Policy and Politics. By Pau J. Strayer. New York: Harper, 1958. Pp. 
x+305. $4.00. 


The first part of the book presents a survey of fiscal policy during the Great 
Depression, World War II, and various phases of the postwar period. For each 
period, government expenditures, tax policy, and debt management are covered. 
The treatment in this historical part is not merely descriptive but policy-oriented. 
The social and political forces which influenced major decisions (e.g., why a sales 
tax was not used for war finance) are emphasized and it is shown what unsolved 
problems are left by one era to be carried over to the next one. 

In a second part the author treats the main problem areas of fiscal policy in 
a systematic manner, again with emphasis on the way that policy decisions are 
made. The author is sympathetic to the idea of using fiscal policy for purposes 
of stabilization policy and tax policy for influencing the distribution of incomes. 
However, with respect to the effectiveness of such policies, the author takes a 
skeptical view and warns us not to overestimate our ability to influence the 
economy in one direction without doing harm in another direction. 

The central theme of the volume is the concern of the author that a policy of 
full employment must get into conflict with the objective of price stabilization. 
The author believes that the organized group interests are pressing toward “over- 
full” employment and “perpetual boom,” with continuous inflation as a result. 
He sees it as the duty of the economist—and perhaps of a great statesman-like 
political leader—to counteract the pressure of these organized interests and to 
fight for price stabilization, even at the price of a slower rate of growth and a 
somewhat higher rate of unemployment (which he thinks would be tolerable if 
more adequate unemployment benefits are adopted). Although the author ac- 








464 The Journal of Finance 


cepts reasonably full employment as a policy objective, he considers “con- 
tinuous inflation . . . the most serious basic issue of our day” (p. 32). Conse- 
quently, his whole book has an admittedly “negative emphasis . . . taxation, 
credit controls, and price policies have to be restrictive” (p. 103). 

I regard it as a serious one-sidedness of the book that it emphasizes this nega- 
tive approach without really defining the border line between “overfull” employ- 
ment and “perpetual boom,” on the one hand, and a rate of production needed 
to do jobs that need to be done under present world conditions, on the other. 
Though there is good reason to be concerned about inflation, there is at least 
equal reason to be concerned about not utilizing available resources in order ade- 
quately to provide for defense and non-defense jobs which need to be done. 

The author takes a number of propositions for granted in reaching his nega- 
tive policy conclusion, viz., that the inflationary tendency in the modern econ- 
omy is the result of “overfull” employment; that a somewhat lower rate of 
growth and a somewhat higher rate of unemployment would result in price sta- 
bilization; that, in our world, price stabilization rather than an increase in pro- 
duction should be of the uppermost concern of government. The author takes it 
for granted that in a rapidly expanding economy we have only to choose be- 
tween accepting continued inflation or adopting price and wage controls of the 
wartime type. I think each of these propositions deserves careful consideration. 
The author does not explore possible methods of price stabilization other than a 
tax and credit policy which is so restrictive that it might prevent a desirable rate 
of growth. I personally think that we need not come to the negative conclusion 
which Strayer presents. 

Many of the specific policy discussions are very instructive. I happen to agree 
with Strayer’s specific proposals for tax reform, improvements of civil service, 
improvements in public services, and so on: All in all, it is a book which intro- 
duces the student into controversial problems which are at the heart of public 
finance and fiscal policy. And the author deals with these controversial matters 
in a spirit of objectivity. This book should prove a very useful supplement to 
more extensive textbooks in public finance for classroom use. 


GERHARD CoLM 
Washington, D.C. 


Real Estate Finance 


Conference on Savings and Residential Financing, 1958 Proceedings. Edited by 
MARSHALL D, Ketcuum and Leon T. KEenpa.t. Chicago: United States Sav- 
ings and Loan League, 1958. Pp. 200 (paper). 


The agenda of this conference included a discussion of (1) “Postwar Trends 
in the Sources and Uses of Funds,” by James J. O'Leary; (2) “The Effects of 
Population Changes in the Demand for Residential Housing,” by Philip M. 
Hauser; (3) “Who Owns the Houses,” by Miles Colean; (4) “The Supply of 
Savings,” by Raymond W. Goldsmith; (5) “The Impact of Monetary and Fiscal 
Policy on Residential Housing,” by Roland I. Robinson; (6) “Trends in the 
Institutionalization of Savings,” by Jules I. Bogen; and (7) “Inter-institutional 
Competition in the Supply of Funds for Residential Housing,” a panel consisting 
of Leland J. Pritchard, Charles M. Williams, Albert O. Greef, Ben B. Sutton, and 
Arthur M. Weimer, with Marshall D. Ketchum acting as moderator. 
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James O’Leary’s discussion is largely factual in nature. Some twelve charts 
and tables are given to summarize the exact changes which have occurred in the 
sources and uses of funds during the period 1947-57, inclusive. The entire analy- 
sis is pointed toward determination of the availability of financing for residen- 
tial construction. 

Philip M. Hauser gives a very scholarly presentation of the population changes 
which have taken, and currently are taking, place in the United States. Projec- 
tions of population trends and the economic outlook for the future are then 
made. The discussion is centered almost entirely on the various aspects of popu- 
lation change, with little consideration being given to the second part of his 
topic—namely, the effect of such changes on the demand for housing. 

In the third section of the proceedings, Miles Colean traces the historical 
development of homeownership in the United States and then proceeds to ana- 
lyze the various factors (income, sex, age, price of home, etc.) which influence 
homeownership. The body of the discussion is then followed by two addenda 
which include some twenty-one factual tables showing the extent of home owner- 
ship and the many factors which exert an influence upon an individual’s ability 
and desire to own a home. The chapter includes many generalizations, but, on 
the whole, these seem to be founded upon sound reasoning and tie in well with 
the factual data presented in the tables. 

In approaching the subject “The Supply of Savings,” Dr. Raymond W. Gold- 
smith seeks to answer five pertinent questions involving such things as long-run 
trends and structural changes in personal savings, the relation between home 
building and personal savings, and the outlook for the supply of personal savings 
and home financing. The discussion which follows is encyclopedic in nature and 
includes numerous quotations from the author’s publication A Study of Savings in 
the United States. 

Roland I. Robinson limits his discussion to the impact of monetary policy on 
residential financing, eliminating any consideration of the influence of fiscal 
policy on such financing. He takes what he calls “a critical look at the mecha- 
nism which produces the general impact of monetary policy, the means by 
which it works, and some of the developments that have been thought to weaken 
monetary policy” (p. 126). The article is well written and represents a logical 
explanation of the interrelations existing between monetary policy and residential 
financing. 

Dr. Jules I. Bogen begins his analysis by giving a statistical summary of the 
existing institutional savings mechanism and then proceeds to point out the sig- 
nificant shifts in savings which have taken place in recent years. The reader is 
then cautioned not to use the inflow of savings as the sole measure of savings; the 
outflow is regarded as being much more significant. The author displays a com- 
prehensive knowledge and understanding of the many intricacies involved in in- 
stitutional savings. 

In the panel discussion, Dr. Pritchard touched off one of the most lively dis- 
cussions of the entire conference. He challenged the position taken by previous 
speakers that time deposits in commercial banks represent a source of loanable 
funds and contended that, in the case of commercial banks, investment precedes 
savings and that time deposits are simply idle funds. Some of these points were 
actively challenged in the discussion which followed. 

The Proceedings contain a wealth of statistical data on savings by the various 
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segments of our economy that can be most useful in supplementing text materials 
in economics and real estate classes. At the same time, some very interesting 
questions are raised regarding savings which might be pursued further in seminar 
classes. The subject matter and personnel of the conference were well chosen, 
and the publication certainly makes a noteworthy contribution to a better under- 
standing of the major problems involved in saving and real estate financing. 


ROLAND STuCcKI 
University of Utah 
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BOOKS RECEIVED 


ALLEN, C. L., BucHANAN, J. M., and Corsere, M. R. Prices, Income, and Pub- 
lic Policy. 2d ed. New York: McGraw-Hill, 1959. Pp. x+501. $6.50. 


In this new edition a few chapters have been deleted, and new chapters on 
economic growth, economic aid to underdeveloped areas, location of economic 
activity, the nature of the science of economics, and supply have been added. 
The chapters have been rearranged so that the first part of the book may serve 
as the text in a one-semester course and also as the first half of the full-year 
course. 


BarbEs, Puiuip, et al. (eds.). Montgomery’s Federal Taxes. 37th ed. New York: 
Ronald, 1958. $25.00. 


In its comprehensive new edition, this definitive handbook clarifies and inter- 
prets the full impact of federal taxes and offers specific counsel on the variety of 
tax decisions which must be made by owners and managers of business enter- 
prises, corporate executives, investors, and their professional advisers. 


BAUGHN, Witt1AM Husert. Changes in the Structure of Texas Commercial 
Banking, 1946-1956. Austin: University of Texas Bureau of Business Re- 
search, 1959. Pp. 143. $3.00 (paper). 


Trends in commercial banking in Texas since World War II are analyzed in 
comparison with those in states adjoining Texas (Arkansas, Louisiana, New 
Mexico, and Oklahoma) and with those in the nation as a whole. 


BERNSTEIN, Marver H. The Job cf the Federal Executive. Washington, D.C.: 
Brookings Institution, 1958. Pp. x+241. $3.50. 


This report examines the nature of the executive’s job, the differences in the 
functions of political and career executives, the characteristics of the environ- 
ment in which the federal executive operates, and the problem of obtaining and 
developing effective federal executives. 


Berry, LEONARD. Hospital Credit and Collection Manual. St. Louis, Mo.: Na- 
tional Retail Credit Association, 1959. Pp. 62. $2.00. 


This training manual for credit and collection personnel in hospitals sets forth 
those procedures which have been found to be successful in the general field of 
consumer credit, adapting them to the special problems of credit management in 
the hospital field. 


BRAINARD, Harry G. Economics in Action. New York: Oxford University Press, 
1959. Pp. xvi+441. $5.50. 


While this new textbook is intended primarily for the one-semester introduc- 
tory course, it should serve effectively as a basic text for the full-year course 
when supplemented by a book of readings or problems. 
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Commerce CLEARING House. Small Business Investment Companies: Law, 
Regulations, Explanation. Chicago: Commerce Clearing House, 1959. Pp. x+ 
117. $2.50 (paper). 

The full text of the Small Business Investment Act of 1958, annotated with 
congressional committee reports and excerpts from debates shedding light on 
interpretation, is reproduced in this booklet, which also includes SBA and SEC 


regulations and forms, as well as a series of questions and answers showing how 
the program operates. 


Cook, P. Lestey. With the collaboration of RutH CoHEN. Effects of Mergers: 
Six Studies. London: George Allen & Unwin, 1958; distributed by Macmillan, 
New York. Pp. 458. $9.50. 

These studies of six industries in Britain indicate that mergers are unlikely to 
be successful unless there are considerable economies of scale to be achieved, 
that they are unlikely to take place unless those economies of scale are difficult 


to realize in the absence of mergers, and that long-period price competition is 
seldom stifled to any important degree. 


Cox, Otiver C. The Foundations of Capitalism. New York: Philosophical Li- 
brary, 1959. Pp. 500. $7.50. 


Starting with Venice, which he regards as the first definite prototype of the 
capitalist order, the author traces the historical origins of capitalism. He then 
describes the process of expansion of capitalist society into the modern nation 
and the place of industrialization. The author believes that “capitalist production 
tends essentially to be geared to foreign-market commitments.” 


Davipson, R. K., Smitn, V. L., and Witey, J. W. Economics: An Analytical 
Approach. Homewood, Ill.: Irwin, 1958. Pp. xviii+393. $7.00. 


This textbook for a one-semester introductory course has been prepared to 
meet the needs of students who have had an introduction to calculus. The treat- 
ment is mathematical throughout, but the more difficult mathematical analyses 
are placed in chapter appendixes, which may be omitted without disturbing the 
continuity of the analysis. 


DEPARTMENT OF EcoNoMics, UNIVERSITY OF LiIvERPOOL. A New Prospect of 
Economics. Liverpool: Liverpool University Press, 1958. Pp. xiv+498. 30s. 


This excellent text for beginning students, written jointly by members of the 
economics department in the University of Liverpool under Professor F. E. 
Hyde as chairman and Professor G. L. S. Shackle as editor, is unusual in its 
logical organization and development and in its discriminating choice of topics. 
Drucker, Peter F. Landmarks of Tomorrow. New York: Harper, 1959. Pp. 

xii+270. $3.75. 


Today, in what the author calls the “post-modern world,” he feels that, as yet, 
we have no theories or real knowledge about “the new reality,” which he at- 
tempts to describe. 


FABRICANT, SoLomon. Basic Facts on Productivity Change. New York: Na- 
tional Bureau of Economic Research, 1959. Pp. viii+49. $1.00 (paper). 


Some of the main results of a number of National Bureau research studies on 
productivity are brought together in this informative booklet. 
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GREENFIELD, Harvey, and Griesincer, F. K. Sale-Leasebacks and Leasing in 
Real Estate and Equipment Transactions. New York: McGraw-Hill, 1958. Pp. 
107. 


This is the seventh in the series of “McGraw-Hill Consultant Reports on Cur- 
rent Business Problems.” After an introductory section on the fundamentals of 
leasing, detailed consideration is given first to real estate leasebacks and then to 
equipment leasing, including the leasing of trucks and passenger automobiles. 


GREENWALT, Crawrorpd H. The Uncommon Man. New York: McGraw-Hill, 
1959. Pp. ix+142. $4.00. 


Du Pont’s president sets forth his philosophy that an organization or a society 
prospers only when it encourages common men to perform uncommon deeds, 
and he challenges the myths of big business propagated by the “corporate 
jungle” school of intellectuals. 


Hamitton, W. E., and Drummonp, W. M. Wheat Surpluses and Their Impact 
on Canada-United States Relations. Washington, D.C.: National Planning 
Association, 1959. Pp. xi+52. $1.00 (paper). 


The central question examined in this report is whether wheat will continue to 
bedevil United States—Canadian relations. The present problem of wheat sur- 
pluses has been created not by private enterprise, free markets, or laissez faire, 
but by government intervention. The authors of the report are not hopeful about 
the future. 


HarpBEcK, GEORGE W. The Development of Health and Welfare Plans for Labor 
in the United States, with Emphasis on Collectively Bargained Plans since 
1945. Ruston, La.: Louisiana Polytechnic Institute, 1958. Pp. 24 (paper). 


This report is based upon a dissertation submitted at the University of Illinois. 


HoizMan, Rosert S. Sound Business Purpose. New York: Ronald, 1958. Pp. ix 
+208. $10.00. 


The nature and implications of the doctrine of sound business purpose, which 
has become so vital in tax matters, are explained in this treatise. The leading 
arguments put forth by taxpayers are analyzed, together with the courts’ 
appraisal of the validity of the claimed purpose in each instance. 


Jones, GARDNER M. Electronics in Business. East Lansing, Mich.: Michigan 
State University Bureau of Business and Economic Research, 1958. Pp. 106. 
$3.50. 


The present value and future potential of electronic computer systems are 
appraised in this monograph, which is designed to assist businessmen in measur- 
ing the usefulness of these devices in their own company situations. 


KLAaMAN, SauL B. The Postwar Rise of Mortgage Companies. New York: Na- 
tional Bureau of Economic Research, 1959, Pp. xv-+102. $1.50 (paper). 


The remarkably rapid postwar growth of mortgage companies has been close- 
ly associated with the introduction and expansion of federal mortgage insurance 
and guaranty programs, and the future of these companies will depend heavily 
upon developments in these federal programs. 
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Li, CHoH-Minc. Economic Development of Communist China. Berkeley: Uni- 
versity of California Press, 1959. Pp. xvi+284. $7.50. 


The author, critically analyzing and interpreting official data published by 
Peiping in the Chinese language, describes and appraises China’s first five-year 
plan. The 84 tables, including an addendum that brings the data up to 1958, 
represent the most concentrated collection of economic data on Communist 
China in print. 

LonG, CLARENCE D. The Labor Force under Changing Income and Employment. 

Princeton: Princeton University Press, 1958. Pp. xxiv+440. $10.00. 


This important contribution makes an exhaustive investigation of labor-force 
participation according to age, sex, color, and many other factors. Participation 
rates of the over-all labor force in the United States and in the other countries 
studied changed rather little over the past half-century in spite of occasional 
wide variations in unemployment and great increases in income per worker and 
per capita. 


Peacoock, ALAN T., et al. (eds.). International Economic Papers, No. 8. New 
York: Macmillan, 1958. Pp. 240. $4.75 (boards). 


Among the eleven papers in this volume, students of finance will perhaps be 
most interested in Varga’s “Money in Socialism,” Johansen’s “Role of the Bank- 
ing System in a Macro-economic Model,” and Bye’s “Self-financed Multiterri- 
torial Units and Their Time Horizon.” 


Piatt, Henry M. Economic Indicators: Their Use in Business Forecasting. 
Hanover, N.H.: Dartmouth College Amos Tuck School of Business Adminis- 
tration, 1959. Pp. 18 (paper). 


Some twenty-one specific indicators which may identify cyclical turning points 
are treated in this bulletin, which analyzes the performance of these indicators 
in the recessions of 1948-49, 1953-54, and 1957-58, and points out their limita- 
tions. 


RussELL, DonaLp S. Elementary Algebra. Boston: Allyn & Bacon, 1959. Pp. ix+ 
297. $4.50. 


This new text is designed for the college student who has had no previous 
training in algebra as well as for others who feel the need for an intensive review 
of the basic fundamentals of the subject. 


Scnott, Francis H. The Evolution of Latin American Exchange-Rate Policies 
since World War II. Princeton: Princeton University Press, 1959. Pp. 28 
(paper). 

Two broad trends in Latin-American exchange-rate policies during the 1947-57 
period—a pronounced and widespread trend toward increased use of flexible ex- 
change rates and a more gradual trend toward simplification of previously highly 
complex rate syy{-ms—are traced in this report. 


Stick, Tom. Pe#tanent Peace: A Check and Balance Plan. Englewood Cliffs, 
N.J.: Prenticé-Hall, 1958. Pp. x+181. $2.95. 


The author advances a disarmament system characterized by checks and bal- 
ances which are intended to operate not only among individual nations but also 
between the nations and the UN police force. 
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SrupENSKI, Paut. The Income of Nations. New York: New York University 
Press, 1958. Pp. xxii+554. $25.00. 


This is the most comprehensive study of national income in existence. Part I 
presents the history of national income concepts and measurements from their 
beginning to the present. Part II surveys the current theoretical and method- 
ological problems and the solutions thus far provided. The remainder of the 
work presents and analyzes information on eighty-seven countries, bringing to- 
gether material hitherto available only in hundreds of different sources. 


STUETZER, HERMAN, JR. Massachusetts Taxation of Corporations. 3d ed. Boston: 
Little, Brown, 1958. Pp. x+143 (paper). 


Additional major changes in the administration of the corporation excise on 
corporations and important statutory changes have called forth a third edition of 
this manual. 


Unitep NaTIons DEPARTMENT OF Economic Arrairs. Structure and Growth of 
Selected African Economies. New York: United Nations, 1958; distributed by 
Columbia University Press. Pp. xi+201. $2.00 (paper). 


Three territories—the Federation of Rhodesia and Nyasaland, Morocco, and 
the Sudan—are examined in this report. 


UNIVERSITY OF PITTSBURGH BUREAU OF BUSINESS RESEARCH. Small Business 
Bibliography. 2d ed. Pittsburgh: University of Pittsburgh Bureau of Business 
Research, 1958. Pp. vi+209. $3.50 (paper). 


This new edition, covering books, articles, and other materials published to 
September 1, 1957, will be of value to all those interested in research in the 
small-business field. 


WIESENBERGER, ArTHUR, & Co. Jmvestment Companies, 1958. 18th ed. New 
York: Arthur Wiesenberger & Co., 1958. Pp. 384. $25.00. 


The text treatment on investment companies in general (117 pages) and the 
statistical data on specific mutual funds and closed-end companies have been 
brought up to date in the new edition of this standard reference work. 


WILHELMS, Frep T., and Hermert, Ramon P. Consumer Economics: Principles 
and Problems. 2d ed. New York: Gregg Publishing Division, McGraw-Hill, 
1959. Pp. x+534. $4.48. 


New sections on housing and legal problems have been included in the second 
edition of this textbook for secondary schools. The content of the book has been 
reorganized, new material has been added throughout, and the facts have been 
brought up to date. 


Wriccins, James C., and Gorpon, GeorcE B. Repairs vs. Capital Expenditures. 
New York: Ronald Press, 1958. Pp. vii+144. $10.00. 


Following a general statement of the statutory and case law on the question, 
the decisions of the courts in the leading cases are classified and analyzed, and, 
finally, conclusions are drawn on the tax problem of distinguishing between fully 
deductible repair expense and depreciable capital expenditure. 
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Youncson, A. J. Possibilities of Economic Progress. New York: Cambridge Uni- 
versity Press, 1959. Pp. x+325. $6.00. : 


The author first considers the nature and causes of economic progress, paying 
particular attention to the views of great economists of the past and to the part 
played by capital and investment. He then tests against historical experience thé 7 
concepts so developed, and finally investigates the applicability of his conclu. | 
sions to contemporary policy. 


ZINKE, GeorceE W. The American Economy: An Introductory Analysis. New ; 
York: Ronald, 1959. Pp. xvi+704. $6.75. 


Parts I and II of this new elementary text present a simplified accounting 
view of the economy and an inventory of resources. The other three parts are 
concerned with employment theory, price theory, and income theory. 


CiypE WILLIAM PHELPS 
University of Southern California 


ANNOUNCEMENT 


Because of increased responsibilities at Washington University, 
St. Louis, Carl A. Dauten has resigned as associate editor of this 
Journal. John G. Gurley has been appointed associate editor. The ) 
Editorial Board wishes to thank Carl Dauten for his distinguished 
services which have contributed so much to the development of the 
Journal. To John Gurley it expresses its pleasure at his acceptance 
of the post of associate editor. 


James J. O'LEARY 
For the Editorial Board 








